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IAS FOR oS 


IAS, of course, is not in competition 
with colleges or universities. Operating in the field of 
adult education, its function is to provide complete 
technical training in accounting and allied subjects, as well as refresher 
or advanced courses to those with previous accounting training. Also, in these 
complex times many with excellent educational 


One or more college 
degrees frequently are 
noted among 
listed qualifications 

of IAS enrollees. 


During the past 

mine years* 13,425 

men and women who had 
graduated from 

college or university 
enrolled for LAS training. 


During that same period 
more than that number 
of others whose college 
or university programs 
had been interrupted 
prior to graduation 

also enrolled. 


* January, 1950 
through 
December, 1958 





backgrounds in the arts or sciences discover a 
need for professional training in accounting. 


© Throughout the country many university instructors 
in accounting make it a point to suggest LAS when they 
are asked to recommend a good home-study school. We 
are grateful for their fine co-operation. 


@ The IAS elective plan enables the student to concen- 
trate his study efforts on those subjects that are a matter 
of practical concern in his work. Through home study, 
college graduates and others in need of refresher 
courses or additional: advanced training can add to 
their technical backgrounds by making constructive use 
of their spare time. 





The school’s 24-page Cata- 
logue A is cvsilable ree upon 
request. Address your card or 
letter to the Secretary, LAS 


INTERNATIONAL ACCOUNTANTS 
SOCIETY, INCORPORATED 


A Correspondence School Since 1903 
209 WEST JACKSON BOULEVARD © CHICAGO 4, ILLINOIS 


IAS IS AN ACCREDITED SCHOOL, ACCREDITED BY THE ACCREDITING COMMISSION OF THE NATIONAL 
HOME STUDY COUNCIL 








WEBCOR, INC. 
ae “Leading producer of high fidelity tope recorders ond tenograts” 
no corbon /required 


WEBCOR, INC 
stoves time ond money with 
these NCR Poper Forms 


Weretovse perma 


“NCR PAPER saves more than its cost 


every year, in every department.” —wescor, nc. o 











NCR Poper. W 
ove corbons 


Rice B 
es. NCR Pope Vice-President of Webcor, Inc 


ae 
yooh ae SUPPLIER ABOUT NCR PAPER 2) ELIMINATES 
THE NATIONAL CASH REGISTER COMPANY, Darron 9, onI0 CARBON PAPER 


1,099 OFFICES IN 121 COUNTRIES © 75 TEARS OF HELPING BUSINESS SAVE MONEY 











FPPLF LER 





THE WAVY LINES @ ARE 
A LA MONTE TRADE-MARK 


RELIANCE 


Banks rely on many experienced 
suppliers for goods and services 
essential for efficient operation. 
Over the years George La Monte 
& Son has earned a reputation of 
dependability in serving bank- 
ing with a check paper embody- 
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the check paper on which count- 
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THE PRESIDENT’S PAGE 


T is always at this season of the year that the dignity and value of human 

beings is most on our minds. True, we are considerate throughout the 
rest of the year, but it seems to be in December that more individuals think 
more about other individuals, and their human values, than at any other 
time. 


The Chief remembers that the quality of the work for which he is 
responsible is not dependent so much on his ability, as it is on the loyalty 
and ability of his staff. So his great task is to help his people develop to 
the greatest of their potential, not alone in character and personality, but 
also in perception and resourcefulness. 


He should remember that most people must be encouraged to learn, even 
though the encouragement may be no more than providing a warm and 


friendly climate in which self-development can take place spontaneously. 


In the interests of creativity, each individual should be allowed as much 
voice as possible in the planning of his work. In most cases, it will be 
enough simply to talk over future planning with the individuals concerned 
There is no greater incentive for a man, and no greater satisfaction, than 
to know that he is working on his own program and that its success or 
failure is dependent upon him. 


Yes, this is the season of the year when we think of the happiness of 
others.. Perhaps we can provide even more satisfactions for those whose 
work is identified with ours by the consideration and help we continually 


drop into their existence. It has been well said that: 


“Tt is one of the most beautiful compensations of this life, 
that no man can sincerely try to help another without help 
ing himself.” 


WALLACE R. GILCHRIST 
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AUTHORS AND ARTICLES 


BENEFITS FROM INSTITUTE MEMBERSHIP 


Membership in Tue INstiTuTE or INTERNAL AvubDITORS can prove of 
very real benefit. Chapter meetings provide an excellent opportunity for 
auditors to exchange ideas and experiences through informal contacts and 
through listening to speakers and participating in discussion periods. The 
publications of THe INstTITUTE, such as research reports and TH 
INTERNAL AuDITOR, offer a means of keeping abreast of new ideas and 
developments in the field. “How to Get the Most out of Your Institute 
Membership” discusses these and other ways to take advantage of the wide 
opportunities for professional growth afforded by such membership. 


William J. Lehmann is General Auditor, Lockheed Aircraft Corpora 
tion. Prior to joining Lockheed he had been engaged in public accounting 
and later had served as controller and treasurer of Southern Counties Ice 
Company. Mr. Lehmann is a charter member and past president of Los 
Angeles Chapter, has held several Institute offices, and is the immediate 
past President of the international organization. 


INTERNAL AUDITING IN THE UNITED KINGDOM 


The survey undertaken by the London Chapter of Tue INstitrure illus- 
trates one of the points discussed in the previous article about taking full 
advantage of Institute membership. The purpose of the survey was to ex- 
plore more fully the position of internal auditing in the United Kingdom, 
with a view to discovering both where it stood and where it should stand 


in relation to the position of the profession in other countries. 


Members of the Research Committee of London Chapter who conducted 
the survey were: D. Taylor (Chairman), R. C. Bedford, L. A. Hill, and 
J. C. Walker. At the time of the survey J. O. Davies, Chief Internal Auditor 
of the National Coal Board, was Chapter President. Mr. Davies is now 
European Regional Vice President, a Member of the Editorial Committee 
of Tue INSTITUTE and a member of the new Organizational Review Com- 
mittee recently set up by THe Institute President, Wallace R. Gilchrist. 


NATURE OF COMPUTER CONTROLS 


Electronic equipment is playing an ever greater role in business opera- 
tions and is of increasing concern to the internal auditor. “The Nature of 
Computer Controls” should help to allay some of the fears about adequacy 
of the controls built into the machines and those that can be programmed 
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Authors and Articles 


in. The author also discusses various methods of printing out information 


so that the audit trail need not be lost. 


George M. Perry is a Planning Assistant in charge of the Data Proces- 
sing Department’s Technical Planning Unit of Travelers Insurance Com 
pany. He has participated in many of the studies made by the company in 
its evaluation of the feasibility of acquiring large scale computers and has 
had a wealth of experience in programming work for the IBM 650, the 
RCA Bizmac and the RCA 501. 


USING THE ELECTRONIC COMPUTER 

The preceding article discusses the computer’s approach to the auditor 
and nature of computer controls. This article discusses the auditor’s use of 
the computer. The author believes that the introduction of the computer 
will change the entire concept of auditing and shows examples of changes 
that have already taken place. Included in the article is a discussion of pay- 


roll audit in the author’s organization and verification tests applied 

Thomas FE. McCullough is a member of the supervisory staff of the 
\uditing Department of Consolidated Edison Company of New York. H« 
has had wide experience in the successful programming of the IBM 705 
for processing Con Edison payrolls, materials and supplies stock records, 
and auditing programs applied to the electronic data processing machine 
Mr. McCullough is a graduate of St. John’s University and formerly was 


on the staff of Lybrand, Ross Brothers and Montgomery. He is a member 


of Tue INSTITUTE OF INTERNAL AUDITORS. 


NAGE INCENTIVES 
“The Control and Audit of Wage Incentives” discusses an area not 
usually discussed to any great extent—that of wage incentives. After defi 


ing terms, objectives and general audit standards for the wage incentive 
program the author turns to specific audit problems and coverage. He di 
cusses possibilities for fraud in various phases of the program and means t 
prevent it, The importance of revising standards when necessary is wel 


illustrated by case examples. 


John F. Robinson is a member of the Headquarters Staff of the United 
States Steel Corporation’s Audit Division. He is a graduate of Massachusetts 
Institute of Technology and has been associated with the industrial engi 
neering departments of various firms. Mr. Robinson has addressed classes 
in internal auditing at Northwestern University and the University of Pitts 
burgh. He is a member of THe INstituTe or INTERNAL AvDIToRS an 


past president of Pittsburgh Chapter. 
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OPPORTUNITIES UNLIMITED 


The growth in stature and achievements of the internal auditing pro- 
fession and of its professional organization may sometimes provoke feelings 
that “we have arrived; there’s no place further to go.” In this article the 
author states that there are indeed many places for internal auditing and 
individual internal auditors to go. He discusses opportunities for personal 
development, for broadened service to management, for improved audit 
efforts, for new research projects, and for generally increasing the useful- 
ness of the internal auditor. 


Allen O. Hinkle is General Auditor, Humble Oil and Refining Com- 
pany. He is a graduate of the University of Texas and is a Certified Public 
Accountant in the State of Texas. Mr. Hinkle is a member of the Texas 
Society of CPAs and of Tue INstiruTe or INTERNAL AvupiTors, of which 
he is on the board of directors, is a past regional vice president and is past 
president of Houston Chapter. 


HOW TO GET THE MOST OUT OF YOUR 
INSTITUTE MEMBERSHIP* 

By WILLIAM J. LEHMANN 

General Auditor, Lockheed Aircraft Corporation 


F you didn’t think you would in some way benefit from membership in 
THE INSTITUTE OF INTERNAL AvDiITOoRS, you probably would not have 
joined it. I am sure all of you members benefit in a number of ways, but I 
would like to tell you about ways in which you may get the most out of 


your membership in Tue INsTITUTE. 


In discussing a topic like this, we might well begin by asking ourselves 
1 series of questions. Some of these questions might be: (1) What ar 


the advantages of belonging to Tue INstTITUTE or INTERNAL AUDITORS? 
(2) What benefits will be derived from participation in Chapter activities ? 
(3) How can such advantages or benefits be used in promoting my prog 
ress in my own company? If we can find suitable answers to these questions, 
perhaps we may have discovered the way in which we can obtain t 


benefit out of INstiITUTE membership 


ADVANTAGES OF BELONGING TO THE INSTITUTE 


I think at this point it might be advisable to review briefly the progress 
tiade by Tue INSTITUTE or INTERNAL AvupiTors. As all of vou know, it 
all began more than eighteen years ago when Vic Brink, Bob Milne, and 


the late John Thurston held their first organizational meetings. I would 


like to summarize briefly just what Tue INsTITUTE with your cooperation, 
guidance, and help has accomplished during this period 
1. It has developed a useful, energetic, growing professional society 
dedicated to the service and advancement of the profession of internal 
auditing. 
2. It has produced a fine professional periodical, THe INTERNAL Aub! 
ror, an achievement of which we can justly be proud 
3 It has either originated, publis! ed, or encouraged the public ation ol 


a growing list of books and pamphlets on the subject of internal 


auditing. Some of these are aimed at securing acceptance of our 
professional work by those unfamiliar with it. Others are aimed at 
instructing students. Still others are aimed at improving the scope 
and quality of our professional work. 

4. It has engaged in research work for the purpose ol further devel p 


ing the field of internal auditing 
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It has encouraged the establishment of university courses in internal 
auditing and has prepared and provided instructors’ manuals and 
case studies for the use of university classes. It has encouraged 

INSTITUTE members to give talks before university groups in order 

to interest students in the future of the profession. 

6. It has encouraged the establishment of study groups for the inten 
sive study of internal auditing techniques. 

7. It has furnished qualified speakers to various organizations to explain 
the aims of modern internal auditing and to discuss its value to 
management. 

8. It has provided the means through our local chapter meetings, ou 
regional and international conferences, for the interchange of ideas 
among individual members in the profession for their mutual benefit 
and improvement, 

9, By all of these achievements, Tite 1NstiruTe has helped us to secur 

recognition and acceptance not only by our top managements, but 

also by members of other professional organizations. The mere 
growth of membership by Tue INsTITUTE is to me a clear indication 
of the degree of acceptance of the profession by the business world 

[n its short life it has grown from a few dozen to nearly 4,200 mem 

bers and from one chapter to 60 chapters. As you probably know, 

Tue INSTITUTE is expanding in countries other than our own. At 

present there are sixteen such chapters: four in Canada; three in 

Latin America; six in Europe; one in the Philippines; one in 

Australia; and one in Japan. As the cost of most memberships is 

paid for by business management, I believe that indicates that out 


rofession is beginning to receive world-wide acceptance 
| Ss be] 


INSTITUTE RESEARCH PROGRAM 


To my mind the research activities provide one of the most important 


benefits you may obtain from your membership in Tne INstituT! 


Many internal auditors during the past several years have been trying 
to widen the scope of their work by covering new activities of their business. 
Tue Institute's Research Committee has completed several projects to 
encourage and assist auditors planning to extend their work in this way 
For example, it has prepared and issued the report, Internal Audit and 
Control of a Purchasing Department. It has also issued a similar report 
relating to the Traffic Department. Other projects are underway dealing 
vith auditing insurance departments and auditing budgeting activities 


Such research reports should help you to begin your work in these areas 


Other research projects have been completed or are underway to help 


you with the more general problems of performing your auditing worl 


How to Get the Most Out of Your Institut 1] 
The project underway covering report writing practices is an example. 
\ new project has just been undertaken to cover the administration of the 
auditing department. These projects are not based on theory but on prac 


tice: the actual experiences of successful internal auditors 


At its last meeting, the Research Committee decided to accelerate its 
program in an attempt to provide you with more material each year which 


you can use in your day to day work as an internal auditor 


PARTICIPATION IN CHAPTER ACTIVITIES 


1 


So far I have discussed THe INsTITUTE’s benefits in general terms 
some of the things that the international organization does—all of which help 
to enhance the professional standing of internal auditors. Now I would 


like to discuss chapter activities and how you can benefit from them 


You mi 


ties?” There are at least two answers to this question. The first answer 


ght ask the question, “\Why should I participate in chapter activi 


is that participating in chapter activities benefits Tne INsTiTUTE as a whole 


and permits it to do the things I have mentioned 


previously. The second 
answer is that participat ng in chapter activities will be of great benefit to 
yourself. I shall go into this matter a little later. I am sure that participation 
in chapter activities was one of the things that 1 1 redecessor, Bill Davies 


had in mind when he set the theme for his year in office, “Strong Chapters 


Make a Strong Institute.” 


One of the important ways in which you can participate in a chapter’ 
activities is to attend regularly lf the chapter has a good attendance, you 
can secure better speakers. These in turn improve attendance. So I believe 
that regular attendance should be the aim of each member. Obviously thers 


are times when business calls you out of town when vou cannot be present 


Frequently I have heard members say that they were not particular] 


interested in a subject that was to be discussed at a certain meeting and 
so did not plan to attend. I have been engaged in auditing nearly all of my 


life and I am considerably older than most of you, have been an INstiT"1 
member longer than most of you, and have attended almost all my ch upter 
meetings, and yet I very seldom attended a meeting where I did not lear 
something useful and helpful 

Another thing you can do, in addition to attending yourself, is to 
encourage other members to attend. One pleasant way to do this is to call 
on some of your friends in the chapter and ask them to go with you to the 
meeting. This would be the thing to do, particularly if your friends have 


not been attending regularly. I also favor strongly, a formal attendance: 


committee. Each member of such a committee is assigned a number of 
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members to call about attending each meeting. Such personal attention 


gets results. 


When you attend meetings, be sure to take part in them. I mean by 
this do not merely sit and listen to all of the discussions. Take some part 
in them yourself. If you do not feel that you have anything to add because 
the subject is not entirely familiar, you can always ask questions. Ques 
tions generate discussion and bring out points that may not have been 
brought out clearly enough before. Another way to take part in the meet 
ings is to give a talk yourself. You do not have to be an orator to do this. 
In your work you have to be able to write reasonably well, and I am sure 
any of you could write an acceptable paper about some phase of auditing 
you are familiar with. You do*not have to speak extemporaneously. Write 
it down and read it as a prepared paper. This takes some preparation and 
time, but I believe it 1s well worth while. Another way to participate is 
to be one of the panel members when you have such a program and to 
answer questions on selected subjects. Do not let your shyness deprive 


you of the benefits of taking an active part in the chapter activities. 


One of the things I have heard occasionally is, “I am not going to that 
meeting. I know a lot more than the speaker does concerning that activity.” 
This is the wrong attitude entirely. Is not our INsTITUTE motto “Progress 
Through Sharing”? If you are a little ahead of the field in some particular 
area, then you should share your knowledge with your fellow members. | 
feel that in sharing in such a way, I also benefit, as the mere marshalling 
of my thoughts, and stating of my views, often brings out helpful points 
that had not occurred to me before. 


You can also take part in your chapter work by taking on some par- 
ticular job. One of the easiest ways to do this is to let your officers know 
that you are willing to act as a member of one of the committees. Perhaps 
you can work with the membership committee and endeavor to interest 
qualified auditors in belonging to THe INstiruTe. Or you could try to 
help with the work of the program committee or other specific activity. If 
hese committees are all filled, there is always plenty of room on the recep- 
tion committee, and if you do not have an official one, you can become an 
unofficial reception committee. It would be your pleasant duty to see that 
every new member or visitor is made to feel at home at the chapter meet 


ings. 


S 


In connection with chapter activities, 1 would like to make a plea for 
more attention to securing membership applications from junior members. 
The beginners in our profession have the most to learn by attending our 
} 


chapter meetings. If you have members on your staff who qualify for the 
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junior membership, see if you can’t get them to attend your meetings. I 
note that in THe INsTITUTE as a whole less than 10 per cent of our mem 
bership are junior members. I think that a far larger proportion should be 
members of this class. 


[ have been trying to impress upon you the necessity for (1) attending 
meetings regularly, (2) actively participating in meetings, and (3) seeking 
some chapter job which will help to improve and strengthen the chapter. 
You will personally benefit by doing any or all of these things. All that I 
have said has been said far more briefly by the statement, “You can’t get 
anything out of an organization unless you put something into it.” 


HOW CAN INSTITUTE PARTICIPATION PROMOTE YOUR PROGRESS IN 
YOUR COMPANY? 


Most of us are aware of the advantages to be gained by belonging to 
THE INSTITUTE OF INTERNAL AupDITORS. We are also not too hard to sell 
on the benefits we can gain by participating in chapter activities. However, 


what we really want to know is how can we as members use these tools 


to improve our own stature in our companic s? 


Iveryone likes to improve his standing in his company, as that has 
some material and practical advantages. If you can improve your stand 
ing, it will increase the likelihood of promotion to a better job or the 
likelihood of securing better pay for the same job. So what does an auditor 


have to do to improve his standing ? 


As a minimum, the auditor must try to do two things: (1) improve 
the quality of his auditing investigative work, and (2) try to improve the 
quality of the reports issued as a result of the audits and investigations 
that he makes. In addition to the foregoing, if the auditor is to enhance 
his stature to a substantial degree, he must secure management acceptance 


They must like and appreciate his work and utilize it wherever practicable 


IMPROVING QUALITY OF WORK 


One of the obvious ways that anyone can improve the quality of his 
work is to learn all that he can about it. He should do this not only by 
studying the work as he performs it and doing a careful analytical job, but 
also by trying to learn all he can from others. There is no need for me t 
quote the old saying about “experience being a hard teacher.” There really 
is no point in trying to figure out many things for yourself when they already 
have been done by many others. This work is where THe INSTITUTE can 
be a great help to you. For example, its research reports are the distillation 
of the experiences of many people in connection with a certain auditing 
subject. You certainly should study their publications earnestly and thor 
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oughly so that you can benefit to the greatest possible extent. Tue INTER- 
NAL AUDITOR is another source of information by which you can benefit 
from the experiences of others. Finally, your chapter meetings provide an 
excellent means of sharing ideas. They also provide a means of creating 
friendly relationships with others in your own profession. Whenever you 
come across a problem which seems difficult to solve, perhaps a telephone 
call to a member with whom you are acquainted or a letter will enlist his 
help in solving it. 


This attention to improving the quality of your work should be directed 
not only to your field work, but also to the reports which you issue. Here 
again the experiences of others may be helpful, &nd your membership in 
Tue Institute, when you ldok at it in one way, makes available to you 
an immense reservoir of knowledge on the subject of auditing and report 
writing. 


SECURING MANAGEMENT ACCEPTANCE 


In addition to trying to improve the quality of your work, it is neces 
sary to secure management acceptance. We might ask ourselves just how 
do we go about doing this? I believe that four of the most important things 
to do in this connection are (1) to make a well-planned persistent effort 
to sell your services, (2) to extend the scope of your work and try to ente1 
new fields, (3) to improve your methods of presenting the results of your 
work, and (4) to see that the results of your work are utilized to the 


greatest possible extent. 


SELLING YOUR SERVICES 


The auditor's efforts to sell his services to his management present som 
serious problems, Self praise ordinarily has the opposite effect, and the 
auditor seldom has the opportunity to discuss directly with management 
the value of the services he can supply, so most of his selling must be per 
formed indirectly. 


One thing each auditor can do is to try to develop and improve his own 
personality. | mean by this that he should try to develop those traits which 
enable him to deal with other people on an easier, more friendly basis. 
The stern, unbending seeker of petty errors no longer makes a very suc 
cessful auditor these days. The successful auditor now is a friendly man 
and one who is trying to be helpful. So be sure you have the right attitude 
toward the persons with whom you deal. Helpfulness is one of its corner 


stones. 

Another one of the cornerstones of good relations with company per 
sonnel is to be able to secure a reputation for fairness and objectivity. 
This means that you must tell not only the truth but the whole truth. It 
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means you will never make someone else look bad so that you will look 
good and that you will weigh well all the things you find, classify them 
according to their importance, and never try to make minor deficiencies 
sound like major ones. 


You as an internal auditor should be thoroughly sold on your own 
product and the benefits that may be derived from the work that you do. 
You should be willing and able to discuss internal auditing and its appli- 
cation to company problems whenever it is appropriate. Be enthusiastic 
about your work. Unless you are enthusiastic about the way your work 
can assist management, you are unlikely to pass on this enthusiasm to 
others. 

Here again your work for Tue INsTITUTE may aid you. Your work in 
the chapter may give you more poise. Speeches you hear, and INstITUT! 
writings you read, may increase your enthusiasm for your work 


Obviously, the best indirect selling you can do is to have your work do 
your selling for you. I have discussed previously the necessity for work 
of high quality. Every good job you do and every good report you write 
is a good advertisement for you. Every poor job or poor report is a poor 
advertisement. Unfortunately your poor jobs will be remembered long after 
your good jobs are forgotten. So keep the quality of your work high. These 


are a few of the things that you can do to develop management acceptance 


EXPANDING THE SCOPE OF YOUR WORK 

Management acceptance of your services can be greatly improved if you 
can expand the scope of your work into all management areas. Obviously, 
the more service we can give management, the more readily our work 
will be accepted. The theme I selected for my year in office was “Widening 
Our Horizons.” This:means we will have to go out into new areas and do 
new kinds of work. Many of us have completely ignored this great oppor 
tunity to obtain the very acceptance we are looking for. We have limited 
the scope of the auditing department to work in the accounting and financial 
areas of the business. In many companies the number of clerical workers 
outside of the accounting and finance departments is much greater than 
those working within these departments. 


All of these nonaccounting clerical departments furnish valuable infor- 
mation to management—information which it needs and must have if it 
is to operate the business properly. These areas supply information to man 
agement so that it can decide such things as: what to buy and what to sell, 
and when ; how much to buy ; how much to manufacture ; when to make it ; 
how many people to hire, when, and what kind, Management requires a 
continuous flow of data of this kind in order that it can make sound, timely 
decisions. If the information is not accurate, or is not furnished on time, 
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management may make costly mistakes. Here again THe INsTITUTE can 
help you. The publication Tue INTERNAL AvupiTor and Research Reports 
such as those relating to Purchasing and Traffic Departments will help you 
get started in new areas. 


So I recommend that you stretch out into these new areas. You will 
find that your new work will be quite similar to the work you have been 
doing. If you are successful, and there is no reason why you shouldn't be, 
the performance of this new work will enhance your stature considerably 
in the eyes of management. You certainly will gain the management accept- 
ance you are looking for. 


IMPROVE YOUR REPORTING | 


Your end product as an internal auditor of course is your report. If it 
is to appeal to management and to secure the approbation and accept- 
ance you are looking for, it must be of a very high quality. 


If your report is dull and uninteresting, management probably won't 
read it. Management people generally have too much to read anyway, so 
they will probably toss it aside if it is uninteresting and covers matters that 
are not of sufficient importance to warrant their consideration. If it is unduly 
long, they will probably quit reading it before they have come to the end. 


If your report is not explicit and clear, they won't understand it and 
won't know what to do about it. If your suggestions are impractical, they 
will classify you as an “ivory tower” man. So you can see that your report 
runs quite a series of hurdles; if it does not reach the finish line, all of your 
hard work is wasted. Be sure the report is as interesting as you can make 
it and is clear and is no longer that it need be. Be sure your suggestions 
are practical. A really good report can improve any job. 


If you are having trouble with writing good reports, be sure to study 
report writing. There are quite a number of books on this subject as well 
as articles and speeches in INstiTUTE publications. Use Tue INstirute’s 
sibliography in order to find such articles. If you have a report writing 
problem, perhaps you can get help from one of your fellow members. | 
have received excellent ideas in this way. 


GETTING RESULTS 

If you are doing a careful, thoughtful job of auditing and your reports 
are of good quality, you really should obtain corrective action in nearly 
all cases which are brought to management’s attention. If you are not able 
to do so, soniething is wrong. Frequently, such failure stems from a lack 
of a systematic way to deal with matters discussed in audit reports. In 
order to get the maximum benefit from his work, the internal auditor should 
try to secure the installation of some formal plan of review and follow-up 
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of deficiencies described in his audit reports. He should at least secure a 
response in writing describing the action taken. These answers should be 
directed to a fairly high level of management so that the manager or super- 
visor writing the letter is unlikely to dismiss the whole matter by merely 
writing a letter. The corrective action should be real. 


Another way that you can help along this line is to make the practice 
of putting in your audit reports a paragraph covering the previous examina 
tion and expressing an opinion as to whether or not the action described 
in the reply was really taken. Knowledge of this fact should discourage 
many from writing one thing and doing something else 


[ have just been discussing how you as an individual can develop man 
agement acceptance. I should at this point call to your attention the contribu- 
tion that Tue INstTiITUTE oF INTERNAL AvupiTors has made along this line. 
It has called to the attention of management generally, through its publica 
tions and other publications, the benefits to be gained from an internal 
auditing program. It has established relationships with other professional 
organizations for the purpose of attaining the same end. Finally, it has 
furnished many speakers to management groups, such as the American 
Management Association; to tell the story of internal auditing and to describe 
the benefits to be gained from using it as a tool to aid management in direct 
ing the business. 


CONCLUSION 


[ have summarized for you some of the work of the international organ- 
ization and some of the important contributions it has made to the profession 
of internal auditing. I have also tried to tell you just how you could benefit 
from active participation in chapter affairs. I am sure I have not described 
all of the ways in which you could benefit. 


For example, one of the things that an internal auditor must have is 
the ability to talk well. He must be able to express himself well in meet 
ings and conferences. How often have you noticed that men who can talk 
well secure opportunities far beyond their actual ability. 


‘aking part in 
chapter activities gives you the opportunity to develop poise and to improve 
your ability to speak to groups of people. It is highly essential that you 


develop such abilities if you are to progress in your own company. 


I have also discussed at some length ways to apply some of the things 
that you learn from Tue INstiITuTE’s publications and from your attend 
ance at chapter meetings. If I have not given you any new ideas, I hope |] 
have impressed upon you the desirability of doing some of the things that 
you have heard before. THe INSTITUTE is ready and willing to help you. 
Only you can take advantage of it. Apply it to your daily work and profit 
by it. 











INTERNAL AUDITING IN THE UNITED 
KINGDOM 


By London Chapter, Institute of Internal Auditors 


N Britain, a London Chapter of Tue INstirute was formed in 1948. 

This chapter has recently undertaken a survey of internal auditing in 
the United Kingdom. A questionnaire was issued covering fifty-nine points 
relating to the scope and responsibilities, organization, methods, reporting 
practice and control of the internal auditing function in members’ organiza- 
tions; thirty-nine of these organizations participated. The organizations 
employ a total of more than 1,100,000 workers, and the combined total of 
their internal audit staffs is 971. 


In their report submitted to the then President of the London Chapter, 
Mr. J. O. Davies, the Research Committee of the Chapter (Chairman: 
Mr. D. Taylor, H. J. Heinz Co.) state: 


“There is no doubt the organizations represented by the members 
are using internal audit as a tool of management and that there is wide 
acceptance that internal auditors must be permitted and encouraged to 
extend their activities far beyond the traditional restricted area of 
internal auditing.” 


Mr. Davies, now European Regional Vice President, is Chief Internal 
Auditor, National Coal Board, Hobart House, Grosvenor Place, London, 
S.W. 1. He requests that members of THE INSTITUTE write to him giving 
a frank opinion on the status and functions of internal auditing in the United 
Kingdom, Mr. Davies would appreciate having his attention drawn to 
aspects of business operations into which U. K. members could move with 
profit to their organizations and would like members to draw on their own 
practical experience when writing. 


The following, reprinted from The Accountant, April 18, 1959, is an 
abridged version of the survey. 


SURVEY OF INTERNAL AUDITING IN THE UNITED KINGDOM 
PART |: SCOPE AND RESPONSIBILITY 


1. Is the internal audit function in your organization, in your 
opinion, being carried out in accordance with the Statement of 
Responsibilities of THe INSTITUTE OF INTERNAL AUDITORS? “4 6 6§ 
Comment.—None is needed, except to say that the position 
augurs well for the continued development of internal auditing in 
the United Kingdom. 
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Yes No 
2. Has the development of an internal audit department in 
your organization resulted in any change in the character and ex 
tent of the external audit program? 28 11 
Comment.—In retrospect, it would have been more conclusive 
if members had been asked 4o amplify their answer. The general 
statement is that the development of internal audit departments 
has an effect on the external audit program. 
3. Are the following major functions covered in the internal 
audit program of your organizaticn? 
Accounting 381 
Purchasing 37 2 
Sales 2 6S 
Stores 36 3 
Payroll Ya 
Costing 28 10 
Advertising 19 20 
Production 20 14 
Other : 
Traffic (transport) 5 
(Twenty replies covered fourteen other functio 
Comment.—Quite naturally it was expected that the traditional 
functions would head the list. Nevertheless, in support of the ma 
jority reply to Question I, sales and purchasing are high up, with 
production and advertising audits also being featured quite strong 
ly. The range and variety of internal audit activities among mem 
bers’ organizations is clearly indicated in the answers given to 
“Other.” 
4. What are the limiting factors, if any, on the scope of the 
internal audit work of your organization? 
Comment.—Eleven replies indicated that there were no limit 
ing factors, which is considered to be a satisfactorily high propor 
tion. In addition, several other members were excluded fro 
executive payrolls only. Time, availability, and inexperience of 
staff were also significant bars to progress. 
5. Does the internal audit department have authority to « 
amine all records, corre sponden e or other data and to enter, for 
the purpose of audit, any offices or properties of the organization 
at any time? 35 4 


Comment.—The overwhelming majority. who are not restricted 


in any way clearly demonstrates the status of internal audit in 
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Yes 
members’ organizations, The limitations cited by the small minor- 
ity were mostly in respect of executive and pension payrolls. 
6. Is the internal audit department responsible for auditing 
(in addition to the functions listed under (3) above), ¢.g.: 
Budgets and forecasts 6 
Tax returns 2 
Insurance 15 
Construction contracts 13 
Contracts with suppliers 19 
Other major contracts 17 
Appropriations . 9 
inal accounts and balance sheets 9 
Statistical and technical returns of a nonfinancial nature 13 
Comment.—The committee were not surprised that relatively 
few organizations were concerned with tax returns and final ac 
counts, but there appears to be scope for increased internal auditing 
activity in the sphere of budgets and forecasts, appropriations, 
statistical and technical returns of a nonfinancial nature. 
7. Is the internal audit department wholly or partly respon 
sible for any line control in accounting functions, ¢.g 
Physical inventories 8 
Monthly bank reconciliations 10 
Security counts 13 
Fixed asset inventories 6 
Verification of notes and accounts receivable 8 
\udit of invoices before payment 9 
Comment.—Comparison with a previous survey is not possible, 
hence no statement can be made that gradually internal auditors 
are being progressively freed from line responsibilities in account 
ing functions. The replies indicate that the majority are wholly 
free. 
8. (a) Is there a separate and independent organization and 
methods department in operation ? 23 
(b) Is the internal audit department in any way respon 
sible for organization and methods where there is no 
separate organization and methods department ? 12 
(c) Where an organization and methods department is in 
operation is the internal audit department : 
(i) given any direct responsibility for organization 
and methods? 3 


30 


72 
26H 


< 


33 
29 


29 
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(ii) invited to express an opinion on the work of 
organization and methods? 
If “Yes” under (c) (ii) are comments limited to: 
(a) Newly-developed procedures before being put 
into operation ? 
(b) Revised procedures in operation ? 

Comment.—It is clear that in most organizations there is a 
close link between internal audit and organization and methods 
either before or after the development of new procedures, or in 
the revision of standing procedures, but line control by internal 
auditor is rare, It appears to be recognized that both departments 
are independent functions. 

9. Is the internal audit department required or invited to 
report as to the adequacy of the performance of individual em- 
ployees in their assigned jobs? 

If “Yes,” in any instance, is such report given: 

In regular report 

In separate report 

Verbally 

Comment.—None. 


10. If a fraud or other dishonest act is uncovered by anyone, 

is the internal audit department required to investigate? 
Sometimes 2 

If “No,” is investigation made by: 

Line control 

Functional control 

External auditors 

Comment.—The thirty-four affirmative “Yes” answers were 
not unexpected. 


11. Do you have staff meetings for your internal auditors? 


Regular 11 
Occasional 17 
None g 


If “Yes,” state briefly what form the meeting takes, ¢.g 
Conferences 
Formal meeting with agenda 
Informal meetings 
12. Does the internal audit department keep cumulative files 
on the units audited with the objective of having well-balanced 


information as to: 


11 


12 


6 
6 
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(a) Complete financial history 

(b) System of records in use 

(c) Internal check and control systems 

(d) Audit programs from year to year 

(e) Planned rotation of emphasis or intensiveness of audits 

from year to year 

(f) Chart of organization 

(g) Accounting personnel 

(h) Detailed lists of insurances operated by the organization 

Comment.—None. 

13. Does the internal audit department regularly receive 
copies of all minutes of meetings of committees, board of directors, 
shareholders, etc. ? 

Comment.—Although the positive answer is in the minority, 
nevertheless, a third receiving such minutes is a clear indication as 
to the growing status of internal audit in the United Kingdom. 

14. It has been said that the broadening of scope and increase 
of constructive service brings the internal audit department into 
revenue-earning fields where its activities are capable of being 
measured. Is it your belief that the internal audit department 
should be required to prove that it pays for itselfi—to justify its 
existence ? 

If “Yes,” is this policy followed in your organization ? 

Comment.—The main question was intended to evoke a per- 
sonal opinion on whether the internal audit department should be 
required to prove that it pays for itself. 

15. Does top management encourage the internal audit de- 
partment—or expect it—to include in its audit report suggestions 
for savings concerning : 

(a) The administration generally and, more especially, the ac- 

counting organization ? 

(b) Operations (factory, transport, etc.) ? 

Comment.—The thirteen “Noes” to Question 15 (b) indicate 
the restricted area in which some internal audit departments are 
permitted to operate. 


PART Il — ORGANIZATION 


1. What are the title and principal responsibilities of the 


executive to whom the chief internal auditor reports? 
Managing director 
Finance director 6 


w 


N 
uw 
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Yes No 


Other directors 2 
Controller 8 
Chief financial officer 3 
Treasurer ] 
Chief accountant 9 
Secretary 3 
Committee 2 
Head of methods department 1 


Comment.—The close relationship between internal auditing 
and accounting and financial matters is clearly demonstrated by 
the replies, and it will be interesting in a few years’ time, in a sub 
sequent survey, to discover if the general pattern is unchanged. 
2. What method is used to define the duties and responsibili- 
ties of the internal audit department ? 
(i) Job description a 6 6C 
(11) Scheduled audit program 24 9 
Comment.—None. 
3. Is the internal audit work of your company confined to: 
(i) One general location? 8 28 
(ii) Scattered over a number of locations in various parts of 
the country? 31 4 
Is your internal audit department required to carry out 
audits outside the United Kingdom? > 
Comment.—None. 


4. What is the total number of employees at locations visited 
by the internal audit department ? 
Seventeen organizations replied. The number of employees 
totalled nearly one million. 
Or, alternatively, what is the total number of employees in your 
organization covered by internal audit operations ? 
Twenty-one organizations replied. 
The total number of employees covered was 182,060. 
Comment.—None. 


5. What is the ratio of employees in the internal audit depart- 
ment to the total employed in your organization? 
Percentage of 
internal audit 
staff to total 
employees 


6 organizations employing up to 1,000 1.16 
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11 organizations employing 1,001 to 5,000 12 
22 organizations employing over 5,000 085 


6. What yardstick is used to determine the establishment strength of 
the internal audit department of your organization? 

Comment.—The committee had hoped, as a result of the replies, to 
offer a common factor for determining what the strength of an internal 
audit department should be. The reply generally used was that internal 
audit commitments were evaluated in relation to the audit program, detailed 
audit schedules, and the man-power available. There was no evidence to 
suggest that cost and profitability were paramount. 

Yes No 

7. Are all employees performing internal audit work respon- 
sible to the chief internal auditor? 33. 4 

If not, describe briefly the nature of the work of those not so responsible 
and how this is coordinated with the over-all auditing program. 

Answers indicated that the nature of the work is largely stock or 
wages checking, t.c. operation of internal check systems which, ac- 
cording to the Statement of Responsibilities of THe INsTITUTE OF 
INTERNAL AUDITORS, is not an internal audit function. 

Comment.—None. 


8. What is the policy in your organization for selection of internal 
audit staff? 


Juniors: At this level, the main requirement was G.C.E. at ordi- 
nary level, and preferably young men who were studying 
for a professional accounting qualification. 

Semi-Seniors: General accounting experience and passed Intermediate 
stage of professional qualifying examination, 

Seniors : Professional qualification is required by most companies 
and, although in some organizations professional experi- 
ence is regarded as desirable, a good commercial back- 
ground and executive ability is emphasized. 

Comment.—None. 


Do you select your internal audit staff from: 


Personnel within the organization 32 6§ 
Various colleges or trainees a 
Members of professional accounting bodies 21 8 
Those having company accounting experience a6 COG 
Other specialized sources 5 19 


Comment.—The source of supply clearly demonstrates that 
experience within the organization rates more highly than an ac- 
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counting qualification or purely professional experience, although 
obviously a qualified experienced employee would be preferred. 
9. Is there a general policy in your organization : 
(a) To interchange personnel between the internal audit de- 
partment and other departments ? 
Partly I 
(b) If “Yes,” are internal audit staff transferred to line posi- 
tions : 
(1) of equal responsibility ? 
(ii) of higher responsibility ? 
(c) To have a fixed or limited term of duty for internal audit 
staff ? 
10. Apart from general indoctrination is there a training 
scheme for: 
Junior internal audit staff? 
Semi-Senior staff transferred from other departments ? 
What form does such training take? 
Training in most organizations is informal and consists 
largely of working with seniors. Several organizations ar- 
range external training courses, but the emphasis is on 
supervision and training within the department rather than 
formal instruction in internal audit techniques. 
(i) Is such training peculiar to internal audit department? 
(ii) Does it extend to all clerical staff? 
Comment.—None. 
11. Is the internal audit department recognized and used as a 
training ground for managerial or supervisory positions? 
Comment.—None. 


PART Ill. AUDITING METHODS AND REPORTING PRACTICE 
1. How frequently and by whom are audit programs reviewed ? 
Most audit programs are reviewed annually by the chief 
internal auditor. 


Comment.—None. 


2. Are the programs subject to the approval of: 


(a) the person to whom the chief internal auditor reports? 
(b) the external auditor? 
Jointly 4 
If “No” to (a) and (b): 
(c) at chief internal auditor’s discretion 
Comment.—None. 
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3. What form do the internal audit reports take in your organ- 
ization? 

(a) Oral 

(b) Written 

Comment.—None. 


4. At the conclusion of an audit assignment does the auditor 
in charge of the audit meet with the representatives of the audited 
organization and discuss the findings before issuing the report? 

If “Yes,” is it your practice to include in the report the ex- 
pressed reactions of the audited organization and some indication 
of the corrective action they intend to initiate? 

Comment.—None. 


5. Does higher level management attend the meeting with the 
audited organization? 
Comment.—None. 


6. Are the findings and recommendations of an audit other- 
wise reviewed or reported to management on a higher level than 
the head of the audited organization ? 

Comment.—None 


7. At what stage, if at all, is the report discussed by the auditor 
in charge of the audit with the chief internal auditor? 

(i) Before discussion with organization audited ? 

(ii) Before final agreed report circulated to higher authority ? 

Comment.—Apparently discussion of the report with the chief 
internal auditor before it is discussed with the organization audited 
is not regarded as being so important and necessary as before the 
final report is circulated to higher authority. 

8. Is a copy of the report sent to the external auditors em- 
ployed by your organization? 

If “No,” are audit findings communicated in any other way to 
the external auditors? 

Comment.—There appeared to be very few instances where 
internal audit reports were not available to the external auditors 
or communicated to them by other means. This seems to emphasize 
the degree of cooperation and coordination between them. 

9. After release of an audit report whose is the primary re- 
sponsibility for follow-up and corrective action? 

(a) The internal audit department 

(b) The audited organization 
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Yes No 
(c) Another source (¢.g. a unit having supervision over the 

audited organization) 10 12 
Comment.—In theory it is considered undesirable that the in- 
ternal audit department should have direct responsibility, and the 
proportion of affirmative replies to part (a) of this question is, 

therefore, somewhat surprising. 

10. (a) When audit schedules are prepared is time allotted 

to various subjects? 12 26 
(b) If “Yes,” is it customary to break down the time ac- 

cording to the various component parts of the work? 5 7 


(c) Do auditors report their detailed time on each audit? 16 22 
Comment.—The majority of internal audit programs are obvi- 
ously flexible, and chief internal auditors are disinclined to insist 
on a rigid adherence to an itemized time-table. 


11. Have the audit staff been provided with a manual? ae 5 
If so, is the manual: 
(i) a guide only to the internal audit staff? 
(ii) does it contain detailed instructions, etc., i.e. audit 
schedules ? 3 6 
(iii) represent a combination of (i) and (ii) above Is 3 


Comment.—None. 

12. What sampling methods are employed in selecting test checks? 
It seems that formal or scientific methods of sampling are the ex- 
ception. Two organizations report the use of random tables, and 
another uses statistical sampling schemes, regression and control 
charts and ratio estimation. The majority select by random without 
using any mathematical techniques other than on a percentage basis. 

Comment.—None. 


PART IV. INTERNAL CONTROL 


Part IV of the report, which deals with “Internal Control,” may be sum- 
marized as follows: 


The internal audit departments of all the participating organizations 
are responsible for appraising and periodically testing systems of internal 
control and internal check. There is increasingly a trend towards greater 
emphasis on internal control evaluations as opposed to detailed checking. 
Some departments use internal check questionnaires for this end; these are 
revised from time to time. 

Generally, a review of internal check covers an appraisal of the steps 
taken by management to segregate functions, to count cash and securities 
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on a surprise basis, to ensure prompt deposit of cash, to limit access to 
records, to approve exceptional items, to see that there is prompt recording, 
to ensure rotation of personnel, to see that employees take their vacations, 
to provide for two signatures for disbursements, and to prohibit access to 
securities unless two persons are present. 


In most organizations, the internal audit department is responsible for 
evaluating the organizational aspects of internal control with regard to 
levels and lines of authority, appropriate delegation of duties and the fixing 
of responsibility, adherence to prescribed policies, compatibility of assigned 
duties from the standpoint of internal check (custody and accountability). 
In about half of the organizations, internal audit is required to see whether 
employees are encouraged to. report selectively (i.e. management by excep- 
tion) and are free from undue control on matters of detail. 

In reviewing and evaluating accounting controls, it is an internal audit 
responsibility in the majority of organizations to ascertain that: (a) a well 
defined systematic classification of accounts is used; (b) organization charts 
exist for all units and show duties and responsibility ; (c) accounting pro- 
cedure manuals (where used) are up to date; (d) accounting machine proof 
devices are used where applicable ; (¢) numbered documents are accounted 
for; (f) accounting results are analysed and compared with budget. 

In most of the organizations, an internal audit evaluation of the system 
requires a review of the adequacy of independent checks by employees not 
originating or recording the transactions. Internal audit coverage in the 
majority of organizations is increased to compensate for inadequacies of 
internal control found during the course of an audit. 


In most cases, the internal audit review of controls includes an examina- 
tion of physical safeguards (locks, safes, etc.), a review of the protection 
of the plant and an appraisal of costing systems. Approximately 50 per cent 
undertake reviews on statistical records of production, sales and maintenance 
costs (including vehicles). 

The examination of internal coutrol systems extends, in most concerns, 
beyond accounting and finance but is not at the present unlimited, i.¢., ex- 
tended to all departments and segments of the organization. 

In some organizations, it is an internal audit responsibility to sponsor a 
program to educate all levels of management regarding the conception and 
significance of internal control. 


THE NATURE OF COMPUTER CONTROL 
By GEORGE M. PERRY 


Planning Assistant, Data Processing Department, 
The Travelers Insurance Company 


UCH has been written and said about the auditor’s approach to 
Electronic Data Processing, I would like to present a different 
viewpoint : that is, Electronic Data Processing’s approach to the auditor. 


We who have the responsibility for efficient, economical usage of a 
computer are well aware of the auditor’s primary concern in adapting the 
computer to business problems. He must have, and rightly so, reasonable 
assurance that the information in the electronic system is guarded against 
destruction and undetected distortion and error. 


We all know that no computer is infallible. Computers are the product 
of human ideas and are controlled by human hands, and humans are not 
infallible. It has been said that a computer that could not make an error 
could not produce a correct answer, 


Realizing that all computers can and will produce errors, the task of 
computer personnel in relation to control is easily defined! First of all, 
reduce the possibility of error to a reasonable, strictly defined minimum. 
Secondly, when errors do occur, detection must be immediate, with provision 
for accurate correction and retention of good data. 


The limits of reasonable control are not easily defined. The word “ade- 
quate” is misleading ; it implies that there are only the minimum controls— 
enough to get by. We attempt to gain the ultimate in controls, but within 
the parameters of economy and efficiency. 


There are three areas of control in regard to electronic processing. 
They are: logic and accounting controls, machine circuitry controls, and 
internal operational controls. All involve separate concepts, yet they are 
complementary, and sometimes necessarily overlapping. 


ACCOUNTING AND LOGIC CONTROLS 


I do not intend to elaborate on accounting and program logic controls. 
These controls are an integral part of the job definition and requirements, 
and each program contains controls tied specifically to its own needs, Gen- 
erally speaking, accounting controls guarantee that the system is process- 
ing all the information that it is supposed to. That is, all operations that 
deal with the accumulation and presentation of data to the computer have 
been performed correctly. Furthermore, whenever output is a direct func- 
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tion of input, accounting controls determine that the answers are correct. 


This leads us to a basic premise in EDP: If the electronic system receives 
information correctly, and the system functions properly, the answers will 
be correct. 


Accounting controls guarantee the input. Control over internal process- 
ing is shared by program logic, machine circuitry, and operational controls. 


Program logic plays no small part in the over-all control of a system. 
Much can be said for the contention that the basic function accomplished 
by an insurance accounting computer program is inherently simple. The 
controls that govern this function produce the complex logic found in most 
programs. 


Although I will not elaborate on specific control elements in an account- 
ing program, one basic tenet is well worth discussing. When a manual 
system is converted to electronic processing, the easy way out is to simulate 
all manual procedures on the computer, The result is inefficient and unpro- 
ductive. The logic of the manual control elements must be closely scrutinized. 
Many manual controls exist merely because a system is manual ; these con- 
trols become redundant on a computer. On the other hand, the computer 
may need controls that are not apparent in a manual system. In some 
respects, a manual system is the more flexible; decisions can be based on 
judgment and experience. The computer’s ability to handle these conditions 
is essentially a matter of control. 


MACHINE CIRCUITRY CONTROLS 


If we agree that accounting controls safeguard the entry of data into 
the computer, and program logic controls the manipulation of said data 
within the system, the only remaining vulnerable spot becomes the machine 
operation itself. If we, then, can effectively frustrate the extremely rare 
occasions when the machine becomes capricious and functionally sloppy, 
the system will be watertight. 


Once it is agreed that a computer can malfunction, the main concern is 
detection and recognition of such failures. Machine manufacturers, in ad- 
dition to attempting to minimize machine failure, must maximize detection 
of errors that do occur. Only after we fully understand the built-in control 
circuitry can we in EDP add the operational elements that achieve complete 
control. 

The most universally used machine circuit control is the parity check. 
In all computers, characters are read from input media and converted to 
machine code. The machine code is a configuration of magnetic spots, or 
bits, in the recording channels that make up a character. The number of 
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bits is counted, and if the total is not an even number, a check bit is added. 
Thus, all machine characters have the same number of bits, although, of 
course, each character uses a unique combination of channels. Some ma- 
chines use an even parity count, others, an odd. The principle is the same 
in either case. 


At every transfer point in the system, parity is checked; as characters 
go through the adder, the memory registers, from input device to buffer, 
from tape station read heads to memory and from memory to tape station 
write heads. Any addition or loss of a bit in a character will result in incor- 
rect parity, and the machine will stop. Thus, the rare occurrence of a bit 
being added or deleted will be detected ; only the extremely unlikely occur- 
rence of an even number of bits changing will not be checked, 


In addition to parity checks, the “echo” check technique is often found 
at critical transfer points in the system. The check echoes a character back 
from its point of transfer to its source. Any difference will indicate a 
machine failure. 


The echo check does not, however, actually check between source and 
destination. That is, if a message is written from the computer memory to 
magnetic tape, an echo comparison is performed between memory and the 
tape station write heads. No comparison takes place between the character 
in memory and the character that is actually written on tape. This would 
require reading the tape after it is written and comparing it to the charac 
ters in memory. An echo check of this nature is, at this time, economically 
unfeasible from an engineering standpoint. 


Another circuit control is the technique of dual arithmetic. The extreme 
case is the provision for dual sets of arithmetic circuitry. The calculation 
is performed simultaneously on two arithmetic circuits. The results are then 
compared for identity. This technique results in twice as many errors 
occurring. On the other hand, very few errors will slip by undetected. 


Another design uses one set of circuitry with dual arithmetic. That is, 
as the normal arithmetic is performed, the numbers are complemented, 
added, recomplemented and then compared for identity. The Bizmac utilizes 
this technique. In either case, the dual arithmetic has no effect on the pro 
gramming of a job, nor does it affect the internal speed of the computer. 


Another machine control, in which the Bizmac is unique, is the technique 
of dual recording on tape. The idea is to record each character twice. If 
tape flaws result in incorrect reading of a character, the alternate character 
is read, This enhances the ability to receive a correct signal if no real error 
exists. 
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Input and output devices contain certain checking characteristics. Most 
card to tape transcribers read the card twice and compare the readings before 
tape is written. A tape to card converter can be even more sophisticated. A 
tape message is read into the transcriber, and the card punched. The card is 
then read and compared to the tape message for equality. 


The computer design engineer must satisfy three basic requirements 
before his equipment can be considered reliable. 1) The possibility of error 
is negligible ; 2) errors must not be allowed to go undetected ; 3) in case of 
error, there must be the ability to preserve good data. 


OPERATIONAL CONTROLS 


The operational controls.designed for an electronic system must begin 
where accounting and built-in controls leave off. These controls are incorpo- 
rated to cover the contingencies not adequately encompassed by the control 
logic in the machine design or the insurance requirements of the production 
program. 


To be effective these controls must be standardized. That is, they must 
operate in the same manner for all jobs, regardless of the nature of the 
program. If this rule is followed without exception, the error correction 
procedures will likewise become standard. Variable control schemes produce 
inconsistent corrective procedures which lead to operational chaos. If this 
happens, the control system will produce more errors than it detects. 


Operational controls, in part, are a check against the manual processing 
system. They can guarantee accurate scheduling, tape assignment and 
handling, and manual computer operation. These controls provide the means 
of preserving good data when errors do occur. These controls offer a system- 
wide protection over machine errors that otherwise might not be detected. 

The Operational Controls that we use are: 

1. Tape Header Message: 

Although the nature of systems operation is in itself a subject far too 
complex to describe adequately here, it suffices to say that the manual 
scheduling of tapes and machines and the operation of the diverse equipment 
in the electronic system require an extremely accurate accounting procedure. 
The tape header message serves as an internal check against the manual 
processing procedures. 

Each tape contains a header message. This label identifies the reel by 
its number, which is the unique identification of the reel used for all sched- 
uling. The reel’s assignment is included, as well as its sequence, i.c., position 
in a multi-reel file. A usage count, current and minimum release dates 
complete the header label. 
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When an input tape is connected to the computer, we check that the 
correct reel is connected at the right time. We can guarantee that no reels 
in a multi-reel operation are skipped or run out of order. 


When output tapes are connected, we first check to see that the mini- 
mum release date has been passed, thus giving additional protection against 
writing over good information. A new label is then created for the output 
tape for use in subsequent processing. 

2. Rollback and Reposition: 

When controls and corrective procedures are considered, the desire to 
preserve good data cannot be subordinated. Many insurance problems in 
volve hours of continuous processing. Error correction, however, invariably 
disrupts the status of the memory and tape. The rollback routine is designed 
to provide us with restart points that give assurance that all prior process 
ing is correct and intact. 


The rollback routine creates a breakpoint whenever a tape is exhausted 
and a new tape is to be connected. At the breakpoint, the status of each tape 
is recorded as well as the contents of the entire memory. After mainte- 
nance is performed, we merely reposition ali tapes at the last breakpoint, 
reload the memory and restart. In no case are we faced with remounting 
tapes that have been returned to the library, 


? 


3. Message Count: 


One particular contingency is not covered by the various controls 
described thus far. We have no guarantee that a “write out to tape” 
instruction actually produced anything on tape. As mentioned before, parity 
and echo checks assure us that the right characters were transferred from 
the memory to the write-out heads. But we cannot be sure that the informa- 
tion actually reached the tape. To combat this possibility, we have insti 
tuted a system of message counts by reel. The basic rule is that any tape 
created by the computer for its subsequent use must contain a total count 
of the messages at the end of the tape. Similarly, when a tape is read into 
the computer, the messages are counted and the total compared to the count 
message at the end of the tape. Any disparity implies that a message was 
lost during the prior processing, which must, therefore, be reprocessed. 


In summary, I would like to reemphasize one point. In developing the 
operational controls that supplement the accounting and machine controls it 
soon becomes apparent that one of the greatest benefits will be standard 
ization of operating procedures. No matter what control scheme is incor- 
porated, if it is standardized for all programs, accurate correction will result 
and the incidence of error itself will be minimized. 








THE AUDITOR USES THE COMPUTER 
By THOMAS E. McCULLOUGH 
Auditing Department, Consolidated Edison Company of New York 


yp the years ahead, I believe, the entire concept of auditing, when exposed 
to a computer, will be changed. To point out some areas where this is 
already evident, and perhaps to support this contention, let me give you 
the following as my observations on the subject: 


1. The computer will be a new and effective aid to auditing. It will not 
eliminate the present concept of auditing, but instead it will make 
both Internal and Public Auditing even more effective forces in 
guarding the interests of management. 


2. Having the computer, auditors must educate themselves to its use. 


3. A possible approach (which is presently contemplated at Con Edi- 
son) would be control by the auditor of “test decks” (or tapes). 


4. Specific E.D.P.M. audit programs can be designed and written under 
the direct supervision of the auditor to perform those tedious volume 
jobs which are presently accomplished manually on a test basis. 


uw 


Computations can also be verified by a means other than program- 
ming, as indicated in Item 4. 


6. Eventual use of a console log and surveillance of console typewriter 
sheets. 


AID TO AUDITING 


The computer has the potential to permit the auditor to increase the 
tests of certain audit areas in a large conipany where previously these 
operations were limited to a 5 per cent or i0 per cent test because of the 
volume of items and the time consuming aspects. 


Internal controls can be included in the E.D.P.M. programs when they 
are written. These will assure the auditor later that certain parts of a par- 
ticular audit are covered. As examples, we can consider the simple “hash 
total” or the more complex “internal control log.” In the case of the “hash 
total” the technique is to add figures together, the result of which has no 
meaning other than that the total agrees with a predetermined, variable 
control figure. That is to say, where employee numbers are to be totaled 
during processing a payroll to agree with a manually, predetermined figure, 
the auditor could be sure that the proper number of employees had been 
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processed and that the correct employee numbers were incorporated in the 
computing. 


The “internal control log” is an effort to establish continuity and agree- 
ment among successive, related computer runs. An illustrative case of this 
kind is the Stores Stock Record and Stock Control Runs. From the time 
the cards are punched until the final Stock Control Run is completed, the 
number of transactions is controlled, and each run passes this control total 
on to its succeeding run. Further, the net effect on “on hand” and “on 
order” is computed in the “Edit Run” and passes on to each succeeding 
run. This provides the auditor with some degree of assurance that the de- 
tailed transactions have been consistently handled. 


COMPUTER EDUCATION FOR AUDITORS 


The need for computer-educated auditors cannot be stressed too much, 
It has been said that auditors will readily adapt themselves to the computer 
age. Of this there is no doubt, but it must come as a direct result of proper 
training now. Of the contention that all auditors must thoroughly educate 
themselves in the rudiments of computers there may be serious doubt, 
but of the fact that auditors must have a man on a staff so trained, there 
can be no question. To demonstrate, let us explore what could be called 
“console interference.” This will arise in the course of normal computer 
operation where manual manipulation is necessary due to an interruption 
in the smooth flow of work through the computer. Now, for the sake of this 
presentation, say that from previous examination the auditor has assured 
himself that the computer program under consideration is adequately per- 
forming its function, and the controls involved are sufficient. When “console 
interference” takes place, if the auditor be uninitiated, what guarantee does 
he have that changes have not been made which avoid his “sufficient con- 
trols”? The old adage that ignorance gives birth to doubt must surely be 
considered here. 


THE “TEST DECK” TECHNIQUE 


When the computer program has been written, tested, and is operating 
smoothly, how does an auditor satisfy himself that it is doing what he has 
been told it is doing? 


One means, after the usual examination of input and output, would be 
the use of a test deck. Normally, in the progress of computer programming, 
a set of cards comes into being which includes tests for every segment (sub- 
routine) of a particular application. Were these maintained intact with the 
attendant tapes against which they are processed, a set of output reports 
could be obtained, This output would be verified by the auditor and would 
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serve as the basis with which all future tests of the computer program would 
be compared. If the computer program had been changed in any material 
fashion, this comparison would make the auditor aware of the change. 


SPECIFIC COMPUTER PROGRAMS TO AID AN AUDIT 


In any audit many computations and comparisons are performed on a 
test basis, manually, Provided these operations are sufficiently numerous 
and involve great volume, they may combine to form the basis for a com- 
puter application. Consider our first experiment in this area: We have 
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weekly cash payroll of some 22,000 employees which has been processed by 
an IBM 705 for more than two years. Included in this payroll program 
are all the steps normally involved in computing gross pay, withholding 
tax, F.I.C.A., some twenty-five odd payroll deductions (see exhibit 1 

front and back) and finally a “cents-less” net pay. In our former audit 
program we tested certain of our payrolls for correctness of these various 
computations. We also tested by comparison of records the validity of such 
items as new hires, terminations, rates of pay, titles minimum and maximum 
rates, and transfers. Through cooperation with our own programming staff 
and our public accountants we were able to write a program for our 705 
IBM Computer which accomplishes the following for a selected period: 


1. Determines that the correct number of employees were paid 
2. Completely verifies the withholding and Social Security computa- 
tions 


3. Accumulates gross earning and withholding tax for comparison with 
general books 


4. Verifies that each title is paid between its established minimum and 
maximum range 
5. Establishes that title codes used in the payroll masterfile agree with 
the titles 
6. Authenticates hourly rate increases 
Tals ‘T ati - ae 
7. Validates new hires, terminations and transfers 


8. Lists all exceptions on the above categories for further audit investi- 
gation and disposition 


This is a new approach, and we believe that this application has only 
scratched the surface in this area. It is also becoming more evident that 
perhaps in this approach we may have come upon a solution to the statistical 
sampling contention. For here we have the ability to get maximum cover- 
age with minimum time, effort and expense 


VERIFICATION OF COMPUTATIONS 


A more detailed knowledge of computer technique will disclose that 
reliance on computations can be assured provided certain conditions are 
fulfilled. First it must be proved that all possible variations of a particular 
computation have been included in the computer program. Next, one com- 
putation which includes all the steps which any computation may encompass 
should be calculated independent of the computer, or at least independent 
of the computer program in connection with which the test is being made. 


Then, examining a group of items which have been calculated on the com 
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puter at the same time, choose one which also includes all steps. Compare 
the independently calculated amount with the all-inclusive computer amount. 
If they agree, then all calculations have been verified. 


THE CONSOLE LOG 


In the normal processing of a computer program, certain conditions 
arise which require manual intervention by the console operator. Whether 
these involve errors or just changes, certain information must be printed 
by the console typewriter. The proper use and control of these typewriter 
sheets should prove invaluable to the auditor. With prenumbered typewriter 
sheets and a console log where explanatory comments will be written, the 
auditor can be assured that the computer program as authorized is used. 
Where variations have been petmitted, the entire story will be available. 


As a general summary of my remarks, I believe that the computer will 
help the auditor, but, and this is all important, his sense of timing and 
approach should be such that he does not hamper the programming effort. 
He should choose his time for employing the suggestions included in this 
article with utmost care, He should insist on attending all meetings where 
changes in the system are formulated so that he may offer any advice relat- 
ing to controls and keep informed on all changes. He should observe the 
progress of the conversion, its completion and success. 


THE CONTROL AND AUDIT OF WAGE 
INCENTIVES* 
By JOHN F. ROBINSON 


Coordinator - Audit Division, United States Steel Corporation 


TATED simply, one of the purposes of a wage incentive plan is to 

encourage improved performances by providing a means of measuring 
employee performances in relation to established standards, and to compen- 
sate, through the medium of extra pay, for the attainment of performances 
above standard. The attendant benefits of such a measurement of labor are 
the opportunities it provides to regulate the use of manpower, improve 
operating methods and performances, secure capacity operation of equip- 
ment and facilities, and eliminate inequitable pay and performance rates. 


Obviously, the maximum benefit from an incentive system can be 
obtained only through the establishment of and adherence to policies and 
procedures that are based on the fundamental principles governing the 
development and application of sound incentives. 


FUNDAMENTAL PRINCIPLES 


Certain fundamentals are applicable to most types of incentive systems, 
whether straight piece work of the monetary type or of the standard time 
type, Bedaux, labor measurement, or other, and it may be of interest to 
indicate these fundamentals briefly : 


The principles of the work and wage relationship are that the em- 
ployee is entitled to the basic wage rate for performing his work at a 
standard or normal pace; when regularly required to perform work 
above standard, the employee is entitled to equitable extra compensa- 
tion. 


In many incentive systems, the labor measurement unit is the stand- 
ard hour, which reflects the amount of work that a qualified employee 
will perform in one hour while working at normal pace during all por- 
tions of the hour except those which are required for rest, personal 
needs, and stand-by time or unavoidable delay time, if involved. 


“Qualified employee” means a representative average of those em- 
Me ) 
ployees who are able to perform the work involved satisfactorily, in 
accordance with the requirements of the job under consideration. 


* Presented at a Chicago Chapter meeting 
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“Normal pace” means the effective rate of performance of a con- 
scientious, self-paced, qualified employee when working neither fast nor 
slow and giving due consideration to the physical, mental, or visual 
requirements of the specific job. 


The work required on a given task is measured by standard time 
values expressed in terms of standard hours per unit of production or 
other appropriate measure, determined by time study, and based on 
the principle that they shall be established to cover a specified set of 
conditions, remain unchanged as long as all of the conditions under 
which they were established prevail, be voided when and if those condi- 
tions are changed, and be replaced by new values which shall reflect 
the change of conditions. 


The measurement of employee performances on measured work is 
accomplished by applying the appropriate standard time values to the 
work performed during the application period and dividing the result- 
ing total earned standard hours by the total actual hours on measured 
work to determine an index of measured performance, with an index 
of 100 per cent reflecting normal performance. 

The principles governing the determination of incentive earnings 
are that the standard hourly wage scale rate for each job is the rate 
of a fair day’s pay and becomes, under an incentive plan, the base rate, 
the incentive calculation rate, the guaranteed rate for performances at 
or below normal, and the rate paid for allowed time, such as delays and 
stand-by, and for unmeasured work, that is, work not covered by incen- 
tive standards. 


AUDIT WORK PROGRAM 


The audit staff is responsible for conducting periodic audits to determine 
that these policies and procedures are being followed and that the individual 
incentive applications are being administered properly. Good administra- 
tion comprehends satisfactory reporting of the information required for 
application and calculation purposes; adequate control over the accuracy 
of such reported information ; correct application of the standard time values 
and related provisions to that information ; accurate calculation of perform- 
ances and incentive earnings; and proper maintenance of the application 
under changing conditions. 


The work program for an incentive audit should, therefore, embody a 
close examination of these four functions: reporting, control, application 
and calculation, and maintenance ; but before considering some of the details 
involved in the conduct of an audit, I should like to discuss what might be 
termed the special requirements for effective auditing of incentives. 
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Briefly, an auditor of incentives should possess some background knowl- 
edge of the incentive principles which I have outlined, and should have a 
working knowledge of certain phases in the development and installation 
of the incentive standards, Please note that I am not advocating that to do 
a good incentive audit the auditor must be an industrial engineer. As to 
fundamental principles, however, he should understand the work and wage 
relationship of an incentive system; he should at least be aware of the 
significance of job evaluation in the determination of the standard hourly 
wage rates, or base rates of pay ; and he should appreciate fully the absolute 
necessity that the incentive standards, i.c., the standard time values, per- 
formance standards, piece rates, or whatever they may be called, cover a 
specified set of conditions only, and must be voided if and when those con- 
ditions are changed. 


The development of equitable standards is a primary requirement. This 
exacting task, for which specific rules and detailed procedures must be 
established, is the responsibility of the industrial engineer. The auditor of 
incentives need not be a walking encyclopedia on standards development, 
but he should have a working knowledge of such time study and standards 
development terms as observed time, pace rating, normal time, rest and 
personal need allowance, work time, stand-by allowance, delay allowance, 
etc., and should be able to follow through the composition of these various 
elements into a final standard time value. In this connection, it is essential 
that there be close liaison between the auditors and the industrial engineers 
in order that new developments, policies and procedures, and regulations 
relative to incentives shall be made known to the auditors as soon as they 
occur or are released. That the possession and use by the incentive auditor 
of the knowledge I have advocated does “pay off” in audit findings will be 
demonstrated later. 

While the procedure in an incentive audit requires the performance of 
certain routine examinations and verifications, the nature and the purpose 
of incentives, their relation to the pay envelope, and their subjectiveness 
to human elements demand that the auditor analyze all phases of the incen- 
tive application, recognize the inherent weaknesses therein, employ every 
available control tool, and correlate all the details of his investigation. Such 
a correlation may reveal inconsistencies, the further investigation of which 
may lead to the disclosure of irregularities which are obscure on the sur- 
face. 

AUDIT APPROACH 

Now let us consider the audit approach with respect to the four func- 
tions of incentive administration already mentioned, namely, reporting, con- 
trol, application and calculation, and maintenance. 
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Adequate control over the information reported for incentive applica- 
tion purposes can be established and exercised only if the reporting media 
are themselves adequate, for the tightest control imaginable can be nullified 
by poor reporting practices. Audit of the reporting function, therefore, 
should be based on the following fundamental principles underlying good 
reporting : 


1. Whenever feasible and procedurally economical, the reporting func- 
tions shall be performed by nonparticipants of the incentive applica- 
tion. In this regard, the perfunctory recording of data furnished by 
a participant should not be construed as nonparticipant reporting. 
When participant reporting is necessary, close control is a must. 

2. The design of reports (production, time, inspection, rejection, delay, 
etc.) shall be consistent with the information required to apply the 
standards and provisions of the incentive application. 

3. Reports shall be prepared properly and completely to facilitate such 
application. 

4. Items on the respective reports shall be identified and/or described 
adequately to facilitate auditing and control. 


uw 


Reports shall bear the signatures of the preparers and of the author- 
ized approving supervisors. 


OBJECTIVE OF INCENTIVE CONTROL PROGRAM 


The primary objective of an adequate incentive control program is to 
insure that payments under the respective incentive applications properly 
reflect productive effort when related to the principle that extra compensa- 
tion will be paid for performing above prescribed standards. It should be 
recognized that depending on circumstances, adequate control over report- 
ing can range from a simple appraisal of the correctness of reported data 
from the standpoint of reasonableness to determination of accuracy through 
comparisons of all reported data with related independent records that are 
themselves adequately controlled. Audit of the control function should be 
based on the following fundamental principles of good control and should 
embody a detailed study of the controls established and exercised over 
reported data, and of the past applications of such controls, in order to 
judge their effectiveness : 


1. The control program shall be administered by the Accounting De- 
partment. 


bho 


To the greatest degree possible, controls shall be designed to prevent 
rather than correct irregularities. 
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3. Controls shall be practical, effective, and economical relative to cost 
versus possible loss. 

4. Controls shall be exercised by personnel other than those perform- 
ing the reporting function. 


wn 


The independent records used for verification purposes shall be 

authentic and shall be adequately controlled. 

6. Where the reporting is performed by nonparticipants of the incen- 
tive application, means shall be provided for appraising the reporters’ 
discharge of their responsibility for accurate reporting, 

7. Reported data which is not susceptible of direct verification shall be 

controlled through test checks. 

Where controls must be exercised on a test check basis, the fre- 

quency shall be consistent with the degree of control required. 

Reported occurrences of unmeasured work shall be appraised as to 

their genuineness. 

10. Applications of standards and related provisions and the calcula- 
tions of incentive earnings shall be adequately controlled to insure 
clerical accuracy. 

11. Performance charts and related reports shall be maintained and 

analyzed to detect unusual trends. 


i2. Means shall be provided for ascertaining and reporting changed con- 
ditions affecting the applicability of the incentive application. 


The success of any control program depends not only on the establish- 
ment and exercise of adequate direct and indirect controls wherever possible, 
but also on the development of control consciousness in all employees 
engaged in the various functions relating to the administration and applica- 
tion of incentives. A complete understanding of duties and responsibilities, 
familiarity with plant operations, and an appreciation of any weaknesses in 
the control methods are essential elements of control consciousness which, 
together with the establishment of benchmarks relative to attainable produc- 
tion quantities, normal force requirements, reasonable percentages of un- 
measured work, attainable incentive performances, etc., will increase the 
ability to detect irregularities and initiate prompt investigation. 


A bit later we shall consider some situations that are particularly vul- 
nerable to misreporting, either deliberate or inadvertent. 
AUDIT OF INCENTIVE APPLICATION 


It is not possible to designate a specific number of periods for which 
the provisions of an incentive application to reported data and the calcu- 
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lation of resulting performances and incentive earnings should be audited. 
The examination need be only as extensive as is required to assure, pri 
marily, that principles, policies, procedures, and provisions are being adhered 
to, but such analyses as are made should be intensive and complete, with 
supposition and imagination being employed constantly. The accuracy of 
the calculations is secondary in importance, but if numerous errors are 
noted, the principle of control over accuracy is involved. 


The items to be examined will vary depending on the nature of the 
incentive application, but this phase of the audit should determine that : 


1. Proper standard time values are applied to reported productions, 
setups, size changes, etc, 


rN 


Provisions are applied for excluding from pay production any rejects 

caused by the participants of the application 

3. Work reported as unmeasured work is not covered by the standard 
time values applied to reported productions, etc. 

4. Work to which standard time values are applied has not been pet 

formed during time covered by stand-by and/or delay allowances. 


5. Standard crew sizes are adhered to. 


». Performance and earnings calculations are correct. 


When auditing the clerical work attending the application of standards 
and related provisions and the calculation of performances and incentive 
earnings, we are not interested as much in “nickel and dime” clerical errors 
as we are in determining that the persons responsible for doing and super 
vising this work fully understand the incentive application in all of its rami- 
fications. Of course, we should become very much concerned if clerical 
and mathematical errors were found to be numerous. 


MAINTAINING EQUITABLE STANDARDS 

I have mentioned previously the axiom that the standard time values 
cover a specified set of conditions only and must be voided if and when 
those conditions are changed. The dangers of failing to correlate standards 
when conditions change cannot be stressed too strongly, for it is probable 
that more incentive plans have been made ineffective and inequitable, either 
to the employee, or to the employer, or to both, due to such failures than from 
any other defection in the administration of incentives. 


The only way to maintain equitable standards is to revise them promptly 
whenever conditions change, for time will not correct inconsistencies. The 
only sound approach to good maintenance is to start when the first change 
occurs. Failure to do this can create situations that may cause trouble if, 


The Control and Audit of Wage Incentives 45 


at a later date, an attempt is made to take away the unearned incentive pay 
generated by loose standards. If the lapse of time should be long, it is pos- 
sible that the inflated standard will have to be established as the going rate 
of pay for the job. Thus the measuring stick is destroyed, and the door 
may be opened to demands for upward revisions of standards that are fair 
and proper. Sometimes it is argued that revising standards costs money. 
Such a cost is negligible when compared with the cost of a complete over- 
haul at some future time when the whole incentive structure is out of line. 


AUDIT OF MAINTENANCE 


Audit of the maintenance function should determine the applicability of 
the standards and provisions under current conditions. Depending on the 
nature of the incentive application, this determination may involve: 

1. A review of the established standard practices covering the mate- 

rials, tools, equipment, processes, speeds, products, crew sizes, etc 
upon which the standard time values were based 


~ 


2. A review of the elements comprehended in developing the standard 
time values. 

3. Field studies of actual operating conditions. 

4. An analysis of incentive performance trends. 

A review of any data not directly related to the incentive application 
that may provide warning signals, such as appropriations, cost re- 
visions resulting from revised product specifications, relocating and 
rearranging charges, adopted employee suggestions, etc. 


Another proverb says, “The proof of the pudding is in the eating.” 
Paraphrasing this, the proof of the value of the audit approach that I have 
outlined is in the audit findings. As I recount some actual cases from our 
own experience, I shall try to bring out the related control aspects, as well 
as to indicate how the possession of the special knowledge of incentives 
that I have advocated helped to lead the auditors to their findings. 


VALUE OF AUDIT 


Having in mind the fundamental principles of good reporting and effec- 
tive control discussed earlier, let us examine some situations that are par- 


ticularly vulnerable to misreporting, either intentional or unintentional: 


1. Items that are reported on an occurrence basis, such as equipment 
changes and auxiliary operations, are vulnerable because it frequently 
is difficult, if not impossible, to set up a direct, independent control. 
On many items of this type, the only available control medium is 


indirect through the foreman’s signature certifying reasonable accu- 
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racy. Sometimes, however, Accounting can make comparisons that 
will appraise the reasonableness of the reporting. For example, on 
an operation involving the spooling of wire for further processing, 
it was not feasible to verify with exactness the reported number of 
spool changes ; however, a check for reasonableness could be made 
by correlating total footage, as recorded on a footage-meter, and the 
footage per length of finished product, as specified on the produc- 
tion order. 


Where incentive standards are classified by the number of units 
processed per operating cycle or by the number of passes, or other 
similar classification, per unit of production, protection must be 
provided against misreporting of these classification factors. Some- 
times criteria can be established, deviation from which should be the 
signal for an investigation. For example, an application permitted 
deviations from the specified standard practice number of units proc- 
essed per operating cycle under certain conditions. Investigation into 
the reasons why the reported number of pieces per cycle seldom 
conformed to standard practice revealed misreporting that was caus- 
ing improper incentive payments. 


Reported time, such as time spent on unmeasured work, is very 
difficult to control because of a lack, usually, of a means of direct 
verification through independent records. In theory, the reporting 
of time should be a function of supervision based on direct knowledge, 
but in practice, because of physical limitations, we frequently must 
depend upon supervision’s certification that the time reported to it 
by others is reasonably accurate. 

The Accounting Department should, to the degree possible, ap- 
praise the accuracy of such reportings by comparing successive 
occurrences, when repetition permits, and by analyzing the impact 
of the reported time on performance. The attainment of higher than 
usual performances whenever unmeasured work occurs is an indi- 
cation, but not a proof, that the reported time is inflated. 


Closely related to the foregoing is the problem of controlling the 
reporting of unmeasured work, the work itself, that is. The extent 
to which we may encounter this problem depends primarily upon 
the nature of the operations covered by the incentive application in 
question. The industrial engineers strive to cover all phases of a 
job with standards, but occasionally a job will contain elements 
that occur so infrequently or require such variable amounts of time 
to perform as to preclude the establishment of sound standards. 
Vulnerability increases as the number of such elements increases. 
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Basically, this phase of an audit should determine that any unmeas- 
ured work reported is not covered by the incentive standards applied 
to reported production. In most instances where work covered by 
the standards has been reported as unmeasured work, we have found 
that the situation resulted from a lack of understanding on the part 
of the people involved. The danger exists, however, that erroneous 
reporting of unmeasured work may be employed to regulate earnings. 
In one case wherein there were numerous instances of unmeasured 
work, we recommended a joint study by Accounting, Operating, and 
Industrial Engineering to set standards wherever possible and to 
develop memorandum lists of duties that could legitimately be con- 
sidered as unmeasured work to provide a guide in administering 
the incentive applications. As a result of such action, although very 
few of the duties in question could be covered by incentive standards, 
the amount of unmeasured work reported became almost nil, 


uw 


Care must be taken that quantities produced cannot be reported as 
less than actual in order to report the held-out production at a time 
or in a manner that would inflate incentive pay. If production is 
understated for a turn for which the guaranteed rates would be paid 
due to the quantity actually produced being less than standard, 
incentive pay could be inflated by reporting the held-out production 
on a turn when an above-standard performance was attainable. Our 
audit of an application for a shear crew revealed that the actual total 
production for the turn was not being reported, but there was no 
indication that any advantage was being taken of the situation. Poor 
performance by a tractor operator in moving finished product to the 
scales was the principal difficulty. 


Illustrative of what can happen when the provisions of an application 
are not fully understood and are not, therefore, followed precisely, is the 
case where a continuing deviation from the prescribed method of determin- 
ing incentive performance was causing an understatement of performance 
that severely depressed the incentive earnings of a service crew. 


CASE EXAMPLES 


I emphasized earlier the importance of revising standards when condi- 
tions change and the danger of failing to do so. The following cases illus 
trate what can happen when conditions change, but the incentive applica 
tion is not revised accordingly : 


1. The standards for a machine crew were based on operating the 
equipment three turns per day and contained allowances for time 
delayed due to breakdown. A subsequent reduction in the operating 
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level to one turn per day permitted making repairs on down turns, 
which caused the standards to be inflated approximately 7 per cent 
and, in turn, created unearned incentive pay. 


The crew size for a service crew was reduced from 9 men to 8; 
however, the duties of the discontinued occupation were not absorbed 
by the balance of the crew but were performed by an assistant fore- 
man. Failure to reduce the standards accordingly created excessive 
bonuses. 


Adherence to established standard crews is particularly important on 
those applications in which the incentive standards contain stand-by 
allowances, for if a short crew performs the duties of the absentees 
during time that otherwise would be stand-by time, earned standard 
hours and stand-by allowances are credited for the same period of 
time, which is inflationary, 

Regulations should be established to govern the use of nonstand 
ard crews, but sometimes strict adherence to such regulations pro 
duces startling results. For example, the standards established for a 
16-man assembly crew contained stand-by allowances for each occu- 
pation except that of the bottleneck operation. At times, to utilize 
their idle time, employees were removed from the production line 
and assigned to an indirect labor crew, leaving a nonstandard crew 
to operate the line. The hours worked by the nonstandard crew were 
identified as unmeasured work hours in conformance with established 
regulations. Inflated earnings resulted, however, because of the pyra- 
miding effects of failing, by removing men from the line, to offset 
part or all of the stand-by allowances credited in the standard hours 
earned by the standard crew, and of treating as unmeasured work 
the work performed by the nonstandard crew on the partially com 
pleted units in which potential standard hours were, in effect, being 


“banked.” 


In our search for the cause of the seemingly high performances being 
attained by a warehousing and shipping crew, we examined the 
composition of the standard time values for tallying and shipping and 
found that the standards for random length stock were based on 
the premise that only about 20 per cent of the items shipped would 
consist of uniform length stock. However, during the year following 
installation of the incentive application the percentage of items of 
uniform length had increased to approximately 90 per cent of total 
shipments. Because it took 30 to 40 per cent less time to tally and 
load uniform length material, excessive bonuses were being paid. 


Here is a case in which the auditors’ ability to analyze the build-up 
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of the standards disclosed and permitted correction of a bad and 
costly condition. 


As can be seen from examples, the establishment and administration of 
adequate controls could have kept the conditions from developing to the 
extent that they did, with the attendant losses in money. However, like any 
other program, an incentive control program will not function by itself, It 
must be supervised, of course, but it will be effective only to the degree 
that everyone connected with incentives becomes control-conscious and 
properly discharges his responsibilities. 








OPPORTUNITIES UNLIMITED* 


By ALLEN O. HINKLE 
General Auditor, Humble Oil and Refining Company 


HOSE of you who have been members of Tue Institute for some 

time take real pride in its growth and accomplishments. As most of 
you know, when THe INsTITUTE was organized in 1941, it had only 24 
members and no formal chapter organization. Since that humble beginning 
it has grown in size to an international organization of over 4,200 members 
in 60 chapters. In our own Southwestern region we are fortunate in having 
chapters located at Caracas, Mexico City, the Panama Canal Zone, Fort 
Worth, Shreveport (Ark-La-Tex), New Orleans, Oklahoma City, Tulsa, 
Dallas, and Houston. This growth, even when measured by Texas stand- 
ards, is most impressive. But I think the accomplishments of Tue Inst1- 
TUTE and its members have been much more impressive than this growth 
in numbers. I would enumerate some of the more outstanding achievements 
as follows: 

1. Tne InstiruTte has been a strong force in developing the stature 

of internal auditors as a professional group. 

2. Membership in Tue Institute has broadened the outlook and in- 
creased the business and professional aspirations of a vast number 
of internal auditors. 

3. Many of our former members and colleagues in internal auditing 
have now advanced to top executive and official positions in their 
companies. 

+. Through its growing number of publications, THe INstiruTe has 
made a substantial contribution to the literature in the field of audit- 
ing and accounting. 


mn 


INSTITUTE members in general have developed a greater apprecia- 
tion on the part of management as to the need for sound systems 
of internal control and for regular appraisals of their effectiveness. 
6. Tue Institute has helped foster among its members from wide 
spread areas and from varied industries a stronger bond of friendship 
and a better understanding of mutual problems. 


As an organization grows in stature and its list of achievements 
lengthens, however, one of the most important perils it must guard against 
is a natural tendency on the part of its members to let down in their 
common efforts, to reflect on past laurels, and to assume a self-satisfied 
attitude that ““We’ve now arrived.” Some few even become addicted to the 


* Presented at the Sixth Southwest Regional Conference 
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belief that they have reached a state of perfection beyond which no improve- 
ments are needed. Others, having fallen short—comparatively—in theit 
own performance because of a lack of vision, effort, or tenacity, become 
disillusioned with the high standards and goals set for the profession, This 
latter group either becomes content with mediocrity or becomes critical of 
others in the profession for going too far afield from the archaic concept 
that auditors should concern themselves only with verifying the accuracy 
of financial reports and records and with “checking the Debits and Credits.” 
There are a few indications, too, of a feeling on the part of some of our 
most progressive members that we lack new areas for research and that 
we are rapidly exhausting possible subjects for creative and constructive 
writing. If anyone present suffers from any of these ailments, my remaining 
remarks are addressed particularly to him 


As a member of Tue INstituTeE for over ten years, I firmly believe 
that its growth and accomplishments during the next sixteen years will 
greatly surpass the record it has made in its first sixteen years of existence 
This seems to be a certainty because of the “Opportunities Unlimited” for 
service and development that are now present for its members. Never before 
have business, government, and the field of education been confronted with 
so wide a variety of financial, procedural, control, and management prob 
lems of great import. The demand for top-quality professional people with 
keen analytical ability and mature judgment, who are conscientious and 
courageous, is about at an all-time high. What better employment conditions, 
economic outlook, and social climate could a professional man such as the 
internal auditor ask? What other opportunities for service and development 
could you enumerate that you do not now enjoy? 


Perhaps some skeptics among you at this moment are thinking, “Well, 
the speaker is just carried away with his high-sounding subject. There 
aren’t really as many opportunities for us auditors as he says.” To those 
who doubt that we have opportunities unlimited, I would first raise these 
three questions : 


Do we internal auditors have the imagination and vision to recognize 
our Opportunities ? 

Have we acquired the know-how and developed our abilities to avail 
ourselves of them ? 

Do we have the courage, determination, and faith to carry through 
on them? 


What are some of our opportunities and how can we avail ourselves 
of them? I should like to enumerate several of them and then comment 
on each briefly : 
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1. Opportunity for Self Development Professionally 

2. Opportunity to Develop New Talent in Our Professional Field 

3. Opportunity to Increase the Effectiveness of the Audit Effort 

4. Opportunity to Broaden our Service to Management 

5. Opportunity to Contribute to Employee Morale and Job Satisfac- 


tion 
6. Opportunity to Help Maintain High Ethical Standards in Business 
7. Opportunity for New Research Projects 
8. Opportunity for Chapter Development 


1. Opportunity for Self Development Professionally 

The first place to look for opportunity is with ourselves. The key to all 
other opportunity lies in capitalizing on opportunities to develop ourselves 
as individuals engaged in a worthwhile profession. We all have a long way 
to go before we can even pretend that we have acquired all the technical 
knowledge needed for our present jobs. I doubt that anyone here would 
claim to have a thorough understanding of all phases of the industry in 
which he is employed. Who among us would claim that he has developed 
self discipline to the point that he could make no improvement in his personal 
conduct, his initiative, and in the control of his emotions? Do we strive 
constantly for the highest performance standards? Have we developed a 
full realization that often failure to act in business is more serious than 
mistakes resulting from action taken? Are we always mindful of the impor 
tance of character and the reputation that we build as professional people 
day by day? Do we always bring a practical viewpoint to our work along 
with our technical ideas? Each of these areas offers real opportunity for 
improvement. 


2. Opportunity to Develop New Talent in our Professional Field 

The advance and development of any profession is almost entirely de 
pendent on the type of people in it. If we are to develop and advance 
individually and as a group, we must give the best possible training not 
only to our top personnel but also to the promising young auditors coming 
along now. Further, we must make a concerted effort to attract other 
promising talent into our profession. Continued support of educational pro- 
grams in our colleges and universities is one way to help develop a supply 
of replacements and additions for our ranks. Another factor which will 
help attract good talent to our profession is the growing acceptance by 
management of members of our profession for assignment to responsible 
positions in fields other than our own specialization, In this connection, we 
should encourage all forms of rotation of auditors into other fields of 
endeavor within our companies, despite the fact that it compounds our 
problem of scarcity of competent staff personnel. When the opportunity for 
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service elsewhere in the organization arises, we must be willing to give up 
the “cream of the crop,” as this not only is of benefit to our profession but 
offers a real means for increasing the strength of the company. 
3. Opportunity to Improve the Effectiveness of the Audit Effort 

I am sure that all of you will agree that there is unlimited opportunity 
for improving the effectiveness of the audit coverage. The need to appraise 
our audit programs for proper emphasis in each area that should be reviewed 
is a constant one. Certainly we should not allocate a disproportionate amount 
of valuable staff effort to routine audit steps such as the verification of ac 
counts receivable, testing mathematical accuracy, and testing physical inven- 
tories to verify subsidiary records, at the expense of vital areas such as con 
tract administration, production measurement and reporting, job cost con 
trols, and policy compliance. 


In our work, the whole system of internal control should be considered 
rather than only minor segments of it. Controls extend far beyond docu- 
ments, records, reports, and procedures; they must be tested in fact by 
observation of work practices, physical facilities, and performance. 

The many new developments regarding testing and sampling techniques 
should be given consideration by those responsible for the auditing effort. 
The development of electronic data processing equipment offers real oppor- 
tunities for increasing the effectiveness of the auditing effort with much less 
drudgery and expenditure of effort on what is really clerical activity. Audi 
tors should keep abreast of the times and recognize the favorable effects that 
mechanization has on controls so that audit programs will not be patterned 
in the same manner as when manual methods were used. In this matter of 
communication, I would say the opportunity for improving the auditor’s 
methods is truly unlimited. 


4. Opportunity to Broaden Our Service to Management 
Internal auditors who have imagination, initiative, and understanding 
of business problems and the proper approach to their task will almost 
invariably find unlimited opportunity to render service to their manage 
ment. This service can take a variety of aspects if properly approached. 
a. Auditors should point up ways to combat waste and inefficiency 
Who is better equipped to provide management an independent 
source of ideas for eliminating waste and inefficiency that the internal 
auditor? Internal auditors are in regular contact with all elements 
of the enterprise—its procedures, reports, and records. They have 
an excellent opportunity to observe plant facilities, construction 
projects, material handling, purchasing, distribution, and many 
other important functions. They are in a position to comment on 
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duplication of effort within the organization, outmoded reports, and 
instances where files are loaded with useless documents that take 
up costly space and require expensive filing procedures, Auditors 
are in an excellent position to note records and reports that are pre- 
pared in costly fashion when other techniques such as pencil drafts 
or inexpensive reproductions would suffice. Wasteful practices re- 
sulting in the loss of production, dissipation of energy, needless 
consumption of material, and poor physical protection conditions 
should be easily spotted in the auditor’s normal duties. 

There is ample opportunity to develop ideas that will help in prob- 
lem solving. I know of no business in operation today that has a 
shortage of problems, We should exert every reasonable effort to 
find out what problems confront our managements and to learn 
everything we can about their origin and their consequence. In 
those areas where it is appropriate, we should give studied effort to 
the development of possible ideas for solution. By all means, we 
must be certain that our own actions have in no way contributed to 
the creation of problems. 


We should look for ways to conserve administrative and executive 
time. Auditors are regularly in contact with various levels of man- 
agement and should note any flow of documents which require 
unnecessary or meaningless review and approval. Every executive 
these days is plagued with such a volume of reading matter that any- 
thing done to reduce this flow without eliminating essentials would 
be a real contribution to the over-all effort. Auditors should be alert 
for reports that give information duplicated in other reports. We 
should point out forms and reports which are poorly organized and 
not clear from the reader’s viewpoint. 


We should look for possibilities to increase business volume and 
profits. Auditors should be on the alert for business advantages 
which may have been overlooked by line personnel. We should 
watch for evidences of customer reaction which is unfavorable to 
the company and could result in a loss of business. We should notice 
physical conditions which inconvenience or confuse prospective cus- 
tomers or which may present an unsightly appearance or misleading 
impressions to the public. Tests should be made as to the manner 
in which government regulations and instructions are being followed 
to be certain that the company has not unduly penalized itself on 
production or has not overpaid taxes that are not due. 


We should develop a better understanding of management’s view- 
point. Auditors should listen very carefully to what management 
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has to say in their contacts and in the day-to-day operations of the 
business. Management’s pronouncements should be read with care. 
Management’s efforts and techniques should be observed. Where the 
auditor has a better understanding of the management’s viewpoint, 
he is better equipped to serve management and to make a real con- 
tribution to the organization. 

Auditors can help promote teamwork throughout the organization. 
As you go through the various areas of your company, you have 
an excellent opportunity to observe conditions which indicate a lack 
of teamwork or a lack of appreciation for the problems of others. 
In many instances, you may be able to help by discussing such con 
ditions in a discreet manner with the responsible supervisors. 


Vorale and Job Satisfaction 


In making this point, I do not wish to imply that the auditor should 


invade the province of the employee relations man or the industrial chaplain. 


On the other hand, he can do a great deal in his normal work to make a 
real contribution to employee morale and satisfaction. I think some of these 
possibilities are as follows: 


a. 


Point up instances where simplified procedures are needed that are 
consistent with current requirements and provide the necessary re- 
sults with less effort. 

Help develop a system of internal control that clearly fixes respon- 
sibility and provides a definite outline of the duties for each group. 
Be a strong proponent for delegating authority to the maximum 
extent that is consistent with good business requirements and sound 
operations. Nothing encourages a man more in his job performance 
than to be entrusted with authority and responsibility. 

Help develop yardsticks that will provide a fair measurement of 
performance. 

$e alert to point out physical conditions which need improvement 
because of possible perils to the safety and health of employees or 
which cause them unnecessary inconvenience. 

Be alert to recognize unusual initiative and ingenuity which result 
in benefits to the company. 

Be scrupulously fair and completely accurate in reporting the re 
sults of examinations. 


Avoid at all costs dealing in trivia, because this can be a real source 
of irritation to the rank-and-file employee as well as to the manage 


ment group. 
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i. Where personnel do not understand the purpose of internal control 
procedures and it is appropriate to do so, the internal auditor should 
do his best to explain the reasons for such procedures and how they 
can be carried out most effectively. 

6. Opportunity to Help Maintain High Ethical Standards in Business 

The future of the free private enterprise system in this country depends 
in a large measure on the conduct of the host of business organizations 
which form its very backbone. Business conduct depends on the attitude 
and actions of the people who man each organization. The adoption of unfair 
or corrupt practices by personnel in one organization inevitably results in 
such practices extending elsewhere. The history of civilization shows that 
many mighty empires have collapsed as their standards of ethics declined. 
Furthermore, misdeeds on the part of a very few can bring unjustified dis- 
credit to many others who may only have had the misfortune of close asso- 
ciation. 

In the course of their regular assignments internal auditors have excel- 
lent opportunities to point out to management conditions which undermine 
good ethics. Not only do internal auditors have such opportunities, they 
have a prime obligation to exert every effort at their command to help 
maintain high ethical practices which promote the social and economic wel- 
fare of business in general as well as protect the individual company and 
its employees. 

Auditors must maintain a constant aiert for conditions and control 
weaknesses which tempt employees to misappropriate company resources, 
to misuse their official position for personal gain, or to engage in practices 
which result in unfair preferential treatment of contractors and suppliers, 

This phase of control appraisals should be viewed as an inescapable 
obligation as well as a great opportunity for worthwhile service in light of 
the daily entreaty commanded by the Master Manual of Policy and Instruc- 
tion which reads in part, “. . . and lead us not into temptation. . . 

7. Opportunity for New Research Projects 

There seems to be ample opportunity for new areas of research in 
internal auditing. The possibilities of a project for audit review of organ- 
ization structure, assignment of functions and responsibilities, and dele- 
gation of authority from internal control and policy compliance standpoints 
appear to deserve careful study. A study for the development of methods 
for auditors to utilize electronic data processing equipment to accumulate 
data, to make printouts of account content, to verify selected calculations, to 
select and list entries in accounts of a certain type, and to perform other 
detail compilations should, in my opinion, be undertaken at the earliest 
possible date. Approval procedures and signature requirements on all forms 
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of documents—such as invoices, journal entries, vouchers, and contracts 
for internal control purposes would appear to be worthy of a broad-scale 
study. Another worthwhile project for Tue Institute might be a study 
of the problems of establishment, application, and testing of work measure 
ment and quality control standards. 

As a public service and civic endeavor, Ture INsTITUTE might well con 
sider a study to develop a set of minimum internal control standards for 
municipal and state government agencies. As you well know, most of these 
agencies do not possess either the personnel or the funds to conduct a 
thorough and meaningful study of this problem. A study of this type might 
well require subcommittees for each state and possibly be conducted as a 
joint effort with local government agencies, the American Institute of Cer 
tified Public Accountants, and the Systems and Procedures Association of 
America. 


8. Opportunity for Chapter Development 


There are still areas in the Southwestern region where the population 
and industrial concentration may offer opportunity for «stablishing new 
chapters. Some good possibilities appear to be the San Antonio-Austin 
area and the Sabine area, including Beaumont, Port Arthur, Lake Charles 
and Orange, and there may well be others, 

There are a number of activities local chapters could sponsor to increase 
the knowledge and broaden the views of their 
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members. For example, 
organized visits to plants, public warehouses, stockbroking organizations, 
major banking concerns, clearinghouse associations, credit information 
organizations, and law enforcement agencies might prove very helpful as a 
source of knowledge and ideas to the participants. 

An intensified membership drive on the part of established chapters 
would be likely to bring in new viewpoints, ideas, and valuable friendships 

» + * 

What do these opportunities mean to us? 

Webster defines opportunity as “a fit time—a favorable juncture of 
circumstances—a good chance.” To me it means a good chance at success. 

All of us are striving for success in one form or another. How well we 
take advantage of our opportunities within a large measure determines the 
degree of success we achieve. I think we should well ponder the thoughts 
expressed by Bourke Cockran when he wrote, 

“There is but one straight road to success and that is merit. The 

man who is successful is the man who is useful—capacity never lacks 
opportunity. It cannot remain undiscovered because it is sought by too 
many who are anxious to use it.” 
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With the approach of the Christmas Season the spirit of giving steadily 
mounts to an inspired climax. Then follow resolutions for the New Year. 
Let us resolve to maintain a goodly portion of our built-up giving spirit 
and include among other fine projects the sharing of our beneficial audit 
experiences. This can best be done through the pages of The Round Table. 
Your contribution may also win honor to your Chapter in the Annual 
Award competition, 


\rticles should be factual and give case examples in internal auditing 
which have yielded savings, increased efficiency or provided some special 
service to management. 


Names of contributors will be published only with permission. Send 
your articles direct or through your Chapter to: 


The Round Table 

The Institute of Internal Auditors 
120 Wall Street 

New York 5, N. Y. 


THE CLUE OF THE INCONSISTENT DATE 
A large’cost-plus contract provided that material costs were to be reimbursed 


to the contractor on the basis of approved material requisitions. 


The auditor, in his test-review of approved requisitions evidencing, for 
example, usage in the month of July, noted many back-dated to April with 
the notation “delayed in processing.” 


Since the auditor was aware that the contractor had made a physical 
inventory of his material stocks several months earlier, it was suspected 
that this group of delayed requisitions might be related to an adjustment 
for a discrepancy between book and physical counts. 


A review of the contractor’s entries to his general ledger of accounts 
did not indicate that there had been any adjustment thereto as the result 
of the physical inventory; and no records could be found to indicate that 
there actually had been a reconciliation made between the book and physi- 
cal counts. 
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Fortunately, before pursuing additional time-consuming audit routines 
to satisfy himself that this particular group of requisitions was proper, 
the auditor noticed that the back-dated requisitions were on a form which 
had been printed two months subsequent to the date that the material was 
allegedly used. 


It then took very little effort to uncover the real facts, which were 
that the back-dated requisitions actually represented inventory adjustments 
of about $10,000 that were being charged as reimbursable costs to the cost- 
plus contract. 


The point is that most auditing is after-the-fact, which means that an 
inquisitive and analytical auditor must look beyond the paper he is check- 
ing even though such paper has all the earmarks of authenticity. Too often, 
as auditors, we accept propriety of records because they have been prepared 
and approved as prescribed by procedures and can be verified against some 
other record. 


Chicago Chapter 


HOW DEMURRAGE WAS ELIMINATED 


One of the jobs assigned to me was to find ways of reducing demurrage, 
the penalties charged by carriers for delay in unloading shipments. 


I found that on a regular shipment of 30,000 pounds to a southern 
warehouse the company is allowed 255 minutes for unloading. After that 
a charge of $2 can be made for each 30 minutes delay in releasing the 
truck. 


Our southern warehouse usually receives shipments on Tuesdays. Last 
year on election day the shipment arrived at eleven o'clock. Our warehouse 
employees unloaded approximately half the truck. They were then excused 
for the remaining half day to vote, as allowed by union contract. 


In this case the carrier charged demurrage, claiming that there was no 
legitimate reason for delaying the truck overnight when it could have been 
unloaded in a very short time. 


The problem was solved this year by shipping one day earlier so that 
the warehouse received the merchandise on the Monday before elections. 

As a result of the study of this and seven other cases, the company has 
had no demurrage charges this year. 


Triple Cities Chapter 
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OVERPAYMENTS OF GROUP INSURANCE 
PREMIUMS 


A recently completed audit of our group insurance program disclosed that 


our company had made overpayments to the insurance companies of some 
$21,000. 


During the course of the audit, we found that the number of employees 
reported on the monthly premium statements did not agree with the number 
of employees contributing to the cost of group insurance through payroll 
deduction. Upon further investigation, we found that of a large number of 
employees who had been laid off over a period of six months, a substantial 
percentage had not been deducted from the total number of employees 
reported on the premium statements. As a result, the company paid the 
entire cost of group insurance for those employees, most of whom were not 
even eligible for coverage under the terms of the insurance contract. Fol- 
lowing disclosure of the overpayments in our audit report, negotiations were 
instigated with the insurance companies and a substantial amount of the 
loss recovered. 


The monthly premium cost for each employee is shared two-thirds by 
the company and one-third by the employee. According to the terms of 
the group insurance contract, the company should have cancelled the group 
insurance in the month the employee failed to pay his full contribution or 
at the end of a three-month period, if he was still on a layoff status, pro- 
vided his full contributions were paid during that time. 


Another important point brought out in our audit concerned the timing 
of payroll deductions. The insurance premiums for each month are calculated 
and payable to the insurance companies on the basis of the number of 
employees on the payroll as at the first day of that month. However, the 
union contract provides that the payroll deductions for group insurance 
are to be taken in the second pay period of the month. As a result, the com- 
pany stands to lose one month’s premium for any employee who should 
leave the company after the first of the month and before the second pay 
period, and who does not report to pay his contribution in cash. It is ac- 
cordingly planned to discuss correction of this inequity with the union 


when negotiating a new contract, 


Here is a concrete example of the value to management of an alert 
internal audit department. Not only were substantial funds recovered but 
management was enabled to take steps to prevent what would otherwise 
have been a continuing loss. 

Philadelphia Chapter 
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A VALUABLE INTERNAL CHECK ON OIL- 
DRILLING COSTS 





Discrepancies disclosed in a routine check of a drilling invoice against the 
drilling contract led to a critical examination of verification procedures. 
The latter were found to be largely limited to approval of the work by field 
personnel and a mechanical check of extensions and footings by the accounts 
payable section. 


To protect against loss the following procedure was developed: 


a. 


One individual was given the responsibility for reviewing drilling 
contract provisions before the contracts were executed. He was also 
charged with auditing all drilling invoices before payment. 
Contract terms were revised to require the driller to furnish daily 
tour sheets, bit usage records, and reports on drilling-mud and 
chemical consumption to permit verification of charges. 

Drilling contractors were required to pay selected third party service 
charges (mud and chemicals, fuel, special tool rentals) on a reim- 
bursable basis in order to minimize the possibility of duplicate 
charges. 

Provision was made to analyze mud purchases against reported 
consumption according to the tour sheets and against theoretical 
consumption for the work performed. 


This system produced an expert review of all drilling bills and estab- 


lished a reasonable degree of control over mud and chemical costs. In the 


seven years the procedure has been in effect, recoveries have totalled more 
than $325,000. 


Dallas Chapter 








READERS’ PROBLEM CLINIC 


Edited by FREDERIC E. MINTS 





This department is devoted to providing helpful answers to reader ques- 
tions on internal auditing problems. Individual replies will be sent to all 
questions submitted, and those considered to be of general interest will 
be published in future issues, It should be noted that the opinions expressed 
in the answers are those of panel members to whom the questions were 
submitted and do not necessarily represent Tue Institute's official posi- 
tion. Questions should be sent to: 

Readers’ Problem Clinic 

Institute of Internal Auditors 

120 Wall Street 

New York 5, N. Y. 


SELLING MANAGEMENT ON OPERATION AUDITS 


Q. How can an internal audit organization go about selling management 
on the benefits of getting into operating areas? 

A. This question was the subject of much discussion at the Washington 
Conference seminar meetings. Because of the widespread interest, some of 
the suggestions made there seem worth publishing. 


The specific approach in different companies must of course vary with 
the personalities and problems involved, A well-planned program should be 
developed to sell management at all levels. The internal audit manager 
might begin with top management by describing some of the operational 
audits performed by internal audit staffs in other companies, as reported 
in INstiTUTE publications, and the benefits resulting from their work.’ 
This might be followed by specific suggestions for proposed test applica- 
tions in his own company—preferably based on leads to problem areas 
developed through his audits of financial operations. He must, of course, 
have first inspired confidence in the ability of his staff to make thorough, 
careful and objective reviews, to maintain good relationships with other 
employees, and to make constructive suggestions. 


In most cases, top management will expect the auditors to demonstrate 
their competence in this field before authorizing an extensive program of 
operational audits. It is therefore exceedingly important that the first trial 


1 One of the best testimonials is contained in an article by G. A. Fitzpatrick in the 
June 1955 issue of The Internal Auditor. 
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projects be properly planned and that every member of the audit staff par- 
ticipating realize that he is a “salesman” for the program. Middle and lower 
management must be convinced that the auditors are fair minded and 
primarily concerned with helping them to do a better job—not just in 
pointing out their shortcomings. To this end, it is frequently helpful to 
begin a project by discussing with the immediate management representa 
tives their problems and then to make an intensive effort to help them find 
solutions. 


To sum up, the selling job is a continuous one, and depends on every 
member of the audit staff doing his best at all times 


DELINQUENT ACCOUNT COLLECTIONS 
Q. In auditing the accounts of our employees’ Credit Union, we found 
a number of delinquent balances on loan accounts for former employees. 
It has been the practice to turn these accounts over to collection agencies 
after several direct mail attempts to collect have brought no response. (In 
many cases these debtors have moved and left no forwarding address.) 
How can we assure ourselves that remittances received from the collection 
agencies represent the full amounts collected, and what controls might be 
established over such accounts to prevent their being used for manipulation 
by dishonest employees? 


A. As with any inactive account, the best proof that 


any collections made 
have been received and properly applied is direct confirmation of the balance 
due with the debtor. Some concerns which do considerable business with 
collection agencies have arranged to audit the agencies’ accounts periodically. 
In such audits, they examine the correspondence files with debtors and send 
confirmation requests to the most recent address. Also, in at least one case 
we know of, accounts on which a collection agency reports no progress are 
annually transferred to another agency. 


g 

From the internal control aspect, you might consider arranging for the 
transaction of all business with collection agents by someone other than the 
regular employees having access to the records—perhaps the Chairman of 
the Supervisory Committee. The usual precautionary measures for division 
of responsibility, so that the employee receiving the collections does not 
have access to the accounts, should be observed. You might also consider 
removing the delinquent accounts from the regular ledger and setting up 
a separate control account for them to expedite periodic reviews by repre- 
sentatives of the Supervisory Committee. 
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AUDITING THE BUDGETING ACTIVITY 


Q. In audits of the budgeting activity, how much attention should be 
given to the mechanics, such as the consolidation of figures? What areas 
other than the accounting verification might the auditor review? 


A, Essentially, there are four broad areas for investigation in the examina- 
tion of the budgeting activity. They are: the establishment and maintenance 
of the budget ; the recording of actual expenditures ; the reporting of per- 
formance against the budget; and, finally, the use of the performance 
information by affected management. Each of these areas would seem to 
require equal audit emphasis and attention. Although the gathering and 
accumulating of figures might be regarded as a routine and relatively unim- 
portant part of the budgeting function, it should be remembered that failure 
to perform this activity properly can invalidate the entire budget system. 
Perhaps the most neglected phase of budget auditing, and yet one of the 
most productive, is inquiry into the use of the performance reports by 
affected management. Unless there is effective administrative control to 
ensure that prompt action is taken to correct operating problems revealed 
by variance reports the entire budget program may lose much of its value. 
The internal auditor who extends his review of the budget activity into 
this area usually increases the value of his work to a material extent. 


* * * 


REVIEWING EDPM INSTALLATIONS 


Q. In reviewing EDPM installations should the auditor be concerned 
primarily with the controls and the flow of data, or the results produced? 
A. The consensus among members actively engaged in EDPM work is 
that the auditor should give major attention to the input and output con- 
trols. He should determine whether there are controls to ensure that all 
information submitted by source organizations is properly loaded on mag- 
netic tape and accepted by the computer. This involves the programming 
of the computer to print out separately the totals pertaining to the accepted 
and rejected data, and the assurance that in actual operation these are com- 
pared with the predetermined totals of data submitted. Furthermore, he 
should assure himself that all discrepancies are investigated and resolved. 
It will generally be more practical to test input and output controls than 
the end-product data. 


STUDENT’S DEPARTMENT 


Edited by C. A. WINDT 


Articles in these pages are compiled because of their special help 


and interest to students. 


ON BEING OBJECTIVE 


Many words in the English language have multiple meanings that at times 
are not even distantly related. This multiplex characteristic is a source of 
constant confusion to those seeking to understand the language and, more 
often than not, even to those who profess to have a good working knowledge 
of our mother tongue. 


In auditing parlance the word “objective” has rather common usage, 
and the preciseness of the meaning intended is sometimes treated almost 
too casually. To auditors this word should have two primary meanings: 
(1) a goal of specific audit coverage and (2) a point of view. While both 
meanings have important connotations, the second seems to bear more 
significantly on the relationship of the internal auditor to management, to 
the people he works with, and to the outside accountants. 


To Management—In the discharge of the responsibility as an “inde 
pendent appraisal activity within an organization,” internal auditors 
are committed to take a hard, cold look at all company operations 
to assist management in attaining maximum effectiveness in the dis- 
charge of its stewardship. 


~ 


Fellow Workers—Because the internal auditor is completely de- 
tached from line functions and has a broad company-wide experience 
background, he is often able to discern procedural flaws and ineffi- 
ciencies which, when corrected, will enable his fellow employees to 
do a better job. 


La 


» Public Accountants—By maintaining the independence of his posi- 
tion the internal auditor increases the reliability of his work in the 
eyes of the outside accountant. This leads to better coordination be 
tween the two activities and to the more effective use of total audit- 
ing effort. 


The ability to maintain a proper perspective in each of the foregoing 
relationships is characteristic of the successful internal auditor. A clear 
understanding of the pertinent meanings of the word “objective” will enable 


the internal auditor to properly evaluate his responsibilities and thus increase 
his usefulness to management. 
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WHY WRITTEN ACCOUNTING 
PROCEDURES? 


By &. ©. REND, 
Assistant Treasurer and Assistant Secretary, 
Oklahoma Gas and Electric Company 

In this article the author takes a surprising disclosure made during a dis- 
cussion period at a regular INSTITUTE chapter meeting and develops a sound 
argument for the preparation and maintenance of accounting manuals. The 
author also outlines a program for establishing an experience-tested set of 
formal written procedures with a minimum of interference with normal 
routines. 

T a recent meeting of the Oklahoma City Chapter of THe INstITUTE 

oF INTERNAL AupitTors, the subject of correlating the activities of 
the certified public accountant with the procedures and examinations of 
the internal auditor was discussed. 

During the speaker’s remarks he referred several times to the account- 
ing manuals of many of the companies audited each year by the public 
accountants, In the question and answer period that followed this presenta- 
tion, one of the questions asked was, “How many of the companies repre- 
sented here tonight maintain formal manuals of accounting instructions in 
their organizations?’ The answer was almost unbelievable—less than one- 
half of those represented (and there were approximately 25 present) main- 
tained complete written manuals of accounting instructions. These organiza- 
tions ranged in size from one of the major oil companies to moderately 
sized enterprises. A rather lively discussion of the situation followed this 
surprising disclosure. There was not one auditor present who was not in 
favor of the maintenance of formal written procedures for all phases of 
accounting. There was at first, however, a reluctance to assign any reason 
for the nonexistence of such an accounting tool. 

The following reasons were cited as being among the many advantages 
of the publication of an accounting manual of instructions: 

1. A more effective analysis of accounting results, as demonstrated by 
the uniformity of accounting reports where formal written instruc- 
tions are made available to all branches of the accounting department 
in every location. This also results in more uniform accounting 
treatment of customer billings and the application of rates, terms, 
and conditions. The experience of one utility company represented 
at the meeting is a case in point. An accounting instruction had been 


th 
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issued by letter from the office of the chief accounting officer regard- 
ing electricity used between the time service to the previous customer 
was disconnected and the time service to the new customer was 
connected, as shown by the two meter readings. This company fol- 
lowed the custom of leaving the service connected for convenience 
of the new customer. The five-year-old instruction provided that, 
after proper investigation, if it could not be determined which cus 
tomer had used the current, the present or new meter reading was 
shown on the route sheet in red. The usage (usually minor) was 
noted and then crossed out and initialed by the local accountant, 
indicating that a billing was not to be rendered. 

The internal auditors found, however, that in one large city it 

was local practice to bill new customers up to 50 kilowatt hours of 
such unidentified usage unless an objection was raised. This routine 
was based on the assumption that new customers had used the service 
prior to notifying the company of the occupancy. If a complaint was 
received, then adjustment was made. If, however, the unidentified 
use exceeded 50 kwh, the entire amount was written off. In another 
major town under the same divisional accounting jurisdiction, the 
auditors found that it was local practice to bill only 20 kwh of 
unidentified usage, In other words, the accounting instruction letter, 
probably buried in the inactive files of both offices, was being utterly 
disregarded and two diverse, locally developed procedures were be 
ing followed within the same accounting division. Furthermore, cus 
tomers moving from one of these cities to the other, as often happens, 
might notice the lack of uniform billing practice, which could cause 
embarrassment to the utility. 
Another advantage cited was the ability of the internal auditor, as 
well as the outside accountant, to make an intelligent, efficient, and 
effective audit against an established authority and with some recog- 
nized basis for either criticism or commendation, as the case might 
be, for performance under existing accounting instructions. 

The fact that one of the major companies represented did not 
maintain a formal accounting manual appeared rather paradoxical 
because this same company had developed a detailed manual, which 
it termed “Policies and Procedures” as a “Bible” for general and 
managerial operations of the company, including benefit plans, per 
sonnel administration, organization charts and the like. Moreover, 
its operating department was governed by an elaborate and detailed 
manual of standards for operation and construction; its engineering 
department was guided by a detailed engineering manual for all its 
activities, and its sales department rigidly adhered to uniform in 
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structions set forth in a formal sales manual among its various sub- 
sections and throughout its rather widespread properties. It seemed 
almost incredible that this same company would permit its account- 
ing functions to be carried on in a more or less indefinite fashion 
under a system of letters, oral instructions and locally self-developed 
methods. 


3. A third benefit mentioned in the discussion was that a formal account- 
ing manual provides a means by which newly hired accounting and 
auditing employees can inform and educate themselves in any or all 
phases of the company’s accounting procedures. It is highly unsatis- 
factory to attempt to issue accounting instructions by periodic letter 
or accounting order; likewise, it is perhaps a little foolhardy to 
expect such instructions not to be later superseded or amended with- 
out all interested accounting personnel having been informed. Such 
a system invites misconstruing the intent of the instructions and the 
substitution of practices to suit the fancy of local accounting per- 
sonnel. It is also an acknowledged fact that only a limited amount 
of on-the-job training is successful in instructing new accounting 
employees. Wages and hours rulings are a deterrent to after-hour 
instruction. Moreover, such training can be given only in the depart 
ment in which the employee works, or by rotation of employees 
among other departments. This latter method usually results in 
some inefficiencies. Because of the continuous need for reinstruction 
of new employees who are on a departmental rotation basis, the 
supervisor who must do the instructing tends to delay rotation as 
long as possible—and at length rotation ceases altogether. 


Although accounting classes, either on or after company time and 
without or with additional pay, are of some value, instruction of this 
type cannot be very effective unless written accounting procedures 
are available for study before such classes and for reference after 
the course has been conducted. 


4. One of the most beneficial aspects of formal written accounting pro- 
cedures is the ability to substitute personnel in emergencies with a 
minimum of confusion, overtime, nervous exasperation on the part 
of employees and supervisors and, in some cases, loss of public 
relations. 


R. E. KERNS is assistant treasurer and assistant secretary of Oklahoma Gas and 
Electric Company, with which he has been continuously associated for the past 33 
years. He is a graduate and life member of the International Accountants Society. 
Mr. Kerns was a charter member and past president of the Oklahoma City Chapter 
of Tue INstiruTE or INTERNAL AvupiTors and is past chairman of Tue INstTITUTE 
Admissions Committee 
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Recently one company had an experience which points up quite 
effectively the value of formal written accounting procedures, For 
many years this company had acted as its own principal transfer 
agent, but decided for a number of reasons to appoint one of the 
leading banks to handle these transactions. Sufficient clerical help had 
been maintained on a full-time basis and some on a part-time basis 
to perform the following duties: 


a. Preparation of the transfer sheets and transfer stock under speci- 
fied legal and stock exchange restrictions, sending the new and 
old certificates to the registrar. 

b. Preparation of the “tear slips”—separable carbon copies of the 
original transfer sheet for processing by the machine accounting 
section. This procedure included the determination of class of 
stock, whether it was an old or new account, and the assigning 
of an old or new account number. 


c. Preparation by the machine accounting section of a dividend 
register after having balanced all shareholder accounts to total 
shares outstanding. 


d. Preparation of dividend checks, verifying total amount and num- 
ber of checks produced and making certain arrangements for 
special mailings. 

e. The actual stuffing and mailing of the checks in time to be placed 
in the mail on the appointed day. This procedure included veri- 
fication of the number of mailings to a predetermined total by 
some 25 sections for each class of stock. 


f. Finally, the examination of canceled checks for change of address 
and the reconcilement with the dividend account control each 
quarter, including follow-up procedure to clear as many un- 
claimed checks as possible. 


Even though this was not one of the most involved accounting procedures 
imaginable, it nevertheless covered an important corporate activity having 
a good many ramifications and much detail. 


On the second day after the files and procedure were placed in the 
custody of the bank, the unit supervisor, a woman employee who had been 
transferred to the bank with the records, suddenly decided to quit without 
giving any prior notice. The initial effect of her decision was somewhat 
dramatic and stunning, and the bank officer immediately notified the com- 
pany of the situation. When the company official to whom this employee 
had previously reported was informed of the situation, he pointed out that 
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a written procedure covering the accounting of stock transfers and dividends 
had been developed some five years before, and a copy of this accounting 
procedure had been turned over to the bank with the other records. Bank 
personnel located and reviewed the instructions for a period of two weeks, 
after which, with only two hours on-the-spot consultation and some subse- 
quent telephone conversations with company personnel, the transition was 
made smoothly and with no appreciable sacrifice of service to the share- 
holders. This is even more impressive when one reflects that this transition 
occurred only one month prior to a two-for-one stock split, which always 
is a headache for the transfer agent and registrar involved, 


This, we believe, is a tangible bit of evidence of the advantage of a 
formal written accounting procedure in cases of sudden termination of key 
people. Many other specific instances of the advantages gained through the 
use of written accounting procedures could doubtless be cited. 


Now what type of accounting manual is recommended? Several types 
were discussed at this INstiTUTE chapter meeting, but it was the consensus 
of those who do maintain such formal written procedures that a loose leaf 
format is by far the most advantageous. A manual prepared in this manner 
has flexibility and permits individual changes to be made in any portion of 
the procedure without requiring a complete reprint job or the writing of a 
letter revising the procedure “until the next reprint.” 


In most instances, it was found that such accounting manuals are author- 
ized by the principal accounting officer, and any changes in the manual must 
be approved over his signature. Manuals are written in simple and direct 
language, and include illustrated sample forms where it is felt this will be 
helpful. Many companies include a complete set of accounting forms at the 


end of such manuals, coded and keyed to the text for reference purposes. 


One important point that must be considered is who should be assigned 
the responsibility of preparing and issuing the accounting manual. It was 
the opinion of those attending the meeting that first of all it must have the 
blessing, specific authorization and wholehearted support of the principal 
accounting officer, or any such effort would fall flat on its face. It was further 
brought out that the manual could be developed under the direction of any 
one of several key management men: 


1. The chief accounting officer, or his assistant, using branch account- 
ants or resident auditors to initially write specific portions of the 
text. 

2. The chief internal auditor, using his subordinates and/or the branch 
accountants as writers. 
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3. The methods and procedures man, where one is maintained, could 
be the responsible person, using the internal auditors and branch 
accountants for specific assignments. 


It was also indicated that, regardless of where the responsibility 


might 
be placed, all final text should be cleared through and edited by a 


single 
person. Further, it was recognized that in some instances it might be neces- 
sary to secure some additional accounting help for a limited time while 
experienced employees prepared assigned text material. 


In the larger companies, it was indicated that the accounting manuals 
are maintained by principal areas or functions, which in some cases are 
separate manuals rather than sections of an over-all text. For example, 
accounting procedures for physical plant, payrolls, stores and warehous- 
ing, customers’ accounts, and general and treasury records could be one 
logical segregation, 

It was determined that the reason several of the companies present had 
not produced formal written manuals of accounting instructions was that 
the job of compiling such a manual or manuals appeared too great to be 
undertaken without unduly increasing the accounting and auditing per- 
sonnel. Some of those who have already produced such manuals stated that 
this reasoning was not necessarily valid. Companies have carefully de- 
veloped initial drafts of manuals which were then distributed to accounting 
sections for guidance over a short period, after which a conference was 
called. Based on the experience gained in actual practice, the manual was 
then revised in accordance with suggested changes developed as a result 
of the conference. After this procedure has been repeated four or five times, 
a dependable and valuable manual has been the final result. 


It was the conclusion of the round-table discussion that no truly uniform 
or economical accounting operation can be carried on without codified, 
formal written instructions. The operation of such an accounting system by 
the exception letter method has proved highly unsatisfactory in the experi- 
ence of many of those present. For one thing, valid instructions dating 
back from fifteen to twenty years may still actually be effective, whereas 
instructions issued only two or three years ago may have been changed 
several times during that period. It is therefore difficult, if not impossible, 
to maintain a comprehensive record of accounting procedure under the 
letter method. In addition, there is no methodical way of accumulating such 
instructions in numerical sequence or by type of accounting activity. Cer- 
tainly the “issue, confer and revise” method described above is worth 
attempting. This approach might involve frequent changes during the earlier 
years, but the final product would be a substantial improvement over the 
old letter of instruction system presently followed in many instances, 
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THE ROLE OF INTERNAL AUDITING IN 
SYSTEMS AND PROCEDURES WORK* 


By ROBERT JARVIS 


The relationship of systems and procedures work to that of internal 
auditing has long been a matter for discussion. In the following article 
the author points out that under certain circumstances, practical considera- 
tions can lead to coordination of these two functions without serious im- 
pairment of the auditor’s independent status. 


HE relationship between internal auditing and systems and procedures 
work in business today is a subject about which there is a considerable 
difference of opinion. Many auditors feel that the two activities are in no 
way related and should be operated separately ; others disagree, saying that 
they are closely allied and should be coordinated. I believe that both ideas 


have merit, but are based on several variables 


The prime determining factor in this proposition is—How big is the 
company ?”’ A large corporation has an ever-flowing need of the services 
of both the internal auditing and the systems and procedures departments. 
In this case, two departments should be set up as separate activities, but 
should still work in harmony and coordination. 


In the smaller company, however, where size cannot support two activi- 
ties as separate departments, systems and procedures work should be done 
by the internal auditing department under the direct supervision of the 
general auditor. The two functions have, at many points, very close similari- 
ties, as can be shown by the fact that nearly all the large public accounting 
firms of today have large and active systems and procedures staffs, working 
in close conjunction with auditors to assist management. How then can it 
be said that systems work has no connection with auditing, whether internal 
or external ? 


Let us consider the large corporation to see how internal auditing and 
systems and procedures departments would function to the best advantage. 
Our first consideration is an important one—scope. Many of the opinion 
differences arise as a result of conflicting views about the scope of internal 
auditing. Mr. Paul Grady, CPA with Price Waterhouse & Co., feels that 
the internal auditors should not concern themselves with any fields except 
* This paper submitted in connection with the 1958 essay competition conducted among 

senior accounting students at Wayne State University. Sponsored by the Detroit 
Chapter, InstiruTe or INTERNAL AUDITORS. 
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those which are strictly accounting and financial. He states, “The opportu- 
nities for constructive work in the accounting and financial fields are great 
enough to satisfy any reasonable auditing ambitions. When the internal 
auditors have demonstrated worthwhile accomplishments in their own field, 
other departments will seek their services.”’* 


Mr. C. J. Ghesquiere, General Auditor of the Detroit Edison Company, 
has just the opposite viewpoint. He says, “I am convinced that both audit- 
ing and methods and procedures activities need to go beyond the account- 
ing and financial departments. A wise man once said, ‘If people did no 
more than they had to, life would come to a standstill tomorrow.”’} I tend 
to agree with Mr. Ghesquiere’s view. If the internal auditor confined his 
activities just to accounting and financial areas, he would not be performing 
his complete function ; that is, to make, among many other things, an accu 
rate and reliable appraisal of whether or not company policies are being 
adhered to, 

Having seen that the scope of both the internal auditing and the systems 
departments could extend to all departments where the need arises, let us 
discuss how these activities can be used and coordinated. In general, the 
internal auditor has two functions with reference to the systems and pro- 
cedures activities. First, he is responsible for appraising the records and 
procedures in terms of their effectiveness. Secondly, the auditor must check 
for compliance with the established policies and procedures. 


The procedures man, on the other hand, should prepare and install the 
system, and/or procedures. He must also review the operation to see that 
it works satisfactorily. After the procedure has been planned, installed and 
reviewed by the procedures man, the internal auditor should, to repeat, 
appraise the situation both for effectiveness and compliance. His findings 
may indicate that further review or revision of the procedure is necessary 
Both the procedures staff and the internal auditor, whether in the 
department or not, should work in close harmony in the area « 
and internal checks and controls. 


same 


; 


i systems 


Thus far, little has been said on the subject of internal control. Cer- 
tainly this is an important phase of both internal auditing and systems and 
procedures work. The definition of internal control by the American Insti 


tute of Accountants, published in 1949, is as follows 





*Grady, Paul, “Statement of the Responsibilities 


of the Internal Auditor,” Journal 
of Accountancy, May 1951. 


+ Ghesquiere, C. J., “Relationship Between Intertial Auditing an 
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“Internal control compromises the plan of organization and all of 
the coordinate methods and measures adopted within a business to 
safeguard its assets, check the accuracy and reliability of its account- 
ing data, promote operational efficiency, and encourage adherence to 
prescribed managerial policies.” 


The system of internal control must always be reviewed in two ways, 
from the “constructive” side and from the “protective” side. Many are of the 
opinion that systems and procedures work is only concerned with the “con- 
structive” phase of internal control, and internal auditing only with the “pro- 
tective” phase. Also many persons believe that constructive work is dynamic, 
interesting and important, whereas the protective aspect is necessarily dull, 
unimaginative and unimportaht. Both of these ideas are usually completely 
untrue. The two activities, internal auditing and systems and procedures 
work, both contain aspects of constructive and protective internal control. 
The procedures man must have the protective function in mind when in- 
stalling internal controls. On the other hand, the internal auditor must have 
the constructive function in mind when appraising the effectiveness of 
the internal controls. These functions do not exist solely to prevent and 
reduce fraud. 


It has been mentioned before that small companies are not able to set 
up separate departments for internal auditing and for systems and pro- 
cedures work. Such factors as cost and relative need eliminate the possibility 
of these functions being separate departments, Therefore, the practical 
problem of coordination of these activities in a small company is quite 
different from that of a large company. Any differences that do actually 
exist between auditing and systems work must be eliminated. The important 
thing is to strive to do a better, all-round job for management. Both of 
these activities are staff, not line, in nature and exist for the sole purpose 
of advising all levels of management. 


Having this in mind, the internal auditor must take on new responsibili- 
ties: namely, to integrate systems and procedures services into his internal 
audit department. All departments in the company must be notified that the 
internal auditor will have this extra responsibility. 


A systems and/or procedures assignment usually consists of four basic 
phases: survey, design, installation, and review. The first of these, the 
survey, can be done in either of two ways: the preliminary survey method 
or the detailed survey method. Since the preliminary survey method is 
generally used solely by an experienced systems analyst, such method would 





ROBERT JARVIS graduated from Wayne State University with a B.S. degree 
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not be suitable for the internal auditor, who probably has limited ability 
in systems analysis. (The preliminary survey is a quick appraisal with little 
attention given to details, because the analyst relies on past training and 
experience to give him knowledge of the weak points needing correction. ) 
The detailed survey method, on the other hand, requires the extensive use 
of flow charts for each form, method, or routine. These flow charts give 
the auditor an accurate picture of the sequence of clerical activities which, 
when summed up, become a procedure. 

The second phase of the assignment is the analysis of the survey, and 
the design of the new system or procedure. Much time can be aved here 
by obtaining and evaluating the ideas of the operating people in the depart- 
ment under review. One can now see how important it is that these people 
know that the internal auditor also has authority for the systems and pro- 
cedures work. The auditor must always have in mind that an uncooperative 
department can literally ruin a carefully designed system or procedure before 
it is even installed and tried. Personnel cooperation and acceptance are two 
of the most important factors both in internal auditing and in systems and 
procedures work. 


The third phase of the systems assignment is that of installation. Here 
also, the auditor must have full cooperation of all concerned with this new 
system or procedure. He must never take direct line authority over the 
people who are going to operate the new system, but rather act in an advisory 
capacity to the supervisor of the operation. In no other phase of systems 
work is planning so essential as in the installation activity, The auditor 
must thoroughly brief all employees as to the new tasks required and wh 
the changes were made. Operating employees may feel that the new way 
of doing the job is of little value before it is even tried, unless they are 
shown how it can be an improvement over the old system. The ability of 
the internal auditor to get along with people will be “worth its weight in 
gold” at this stage of the assignment. 


The final state of the systems assignment is the review. This is a very 
important activity. All the hours of surveying, designing, and installing will 
be wasted if the auditor does not follow up the installation to be sure that 
the system is working properly. This review can be integrated with ordinary 
internal auditing activities and can therefore be considered as an appropriate 
part of the work of the internal auditing department. 


Just a brief word on the controversial point in this paper—should an 
internal auditor appraise a system or procedure which his department has 
designed and installed? For years most auditors have said with emphasis 
No! Never! However, for practical reasons this must be done in a small 
company, and I believe that the internal auditor can learn to be objective 
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in his appraisal of the work of his own department. Good personal charac- 
ter and a broad mind are necessities for this objectivity, however. 


SUMMARY 


We have discussed the relationship of internal auditing and systems and 
procedures work as it should be handled in large and in small companies. 
To summarize the important points, in large companies these two depart- 
ments should be separated because of the divergent approaches to systems 
and procedures problems. This, however, does not mean that there should 
be a lack of cooperation. Such cooperation is essential to get the best results. 
After all, both departments exist to assist management, and this is the most 
important consideration of all. 


In the small organization, however, a combined department of internal 
auditing and systems work is dictated as a practical matter. Under such 
circumstances, it is the responsibility of the internal auditing staff to carry 
on the systems and procedures activities along with its regular duties in 
auditing. 


In conclusion, the two activities are not as different in nature as some 
people contend. Rather, they should be regarded as integrated, coordinated 
functions. Both have the same ultimate purpose: namely, to assist manage- 
ment in establishing a more efficient and smoother-running organization. 
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INTERNAL AUDIT AND STOCK 
CONTROL“ 
Where Full-time Checkers Are Employed 


By W. J. SMITH 
Chief Internal Auditor, British Overseas Airways Corporation 


In view of rising labor costs incurred in taking annual physical inven- 
tories, increasing attention is being directed to the feasibility of establish- 
ing a continuous cycle-checking program for major classes of materials and 
of using the related perpetual stock records in lieu of annual physical 
counts. 

The author points out in this article how a properly administered cycle- 
checking program can be helpful to the internal auditor by reducing the 
volume of detailed work and at the same time improving the reliability of 


the inventory records. 


HE general principles of inventory audit are well known and estab 
lished but there is little, if any, textbook reference to the subject of 
stores-audit in an organization that employs full-time stock checkers in the 
system of stock control of raw materials, stores, supplies, work in progress 


and finished pr ods. 


Phere is an increasing tendency in business organizations to plan stock 
verification on a continuous basis rather than to incur the disadvantages of 
a year-end check and the employment of a team of full-time stock checkers 


is not uncommon. 


To some extent internal audit is interrelated with the work of stock 
checkers and, although it is not generally accepted that stock-taking is an 
audit function, the strengthening of inventory control by the employment 
of stock checkers largely frees the internal auditor from a good deal of 
detailed checking which he may otherwise consider desirable if not, in fact, 


necessary. 


Inventory control, in its broadest terms, may be defined as an internal 
check system employed to guard against irregularities and to ensure that 
the information provided in relation to inventories is basically sound and 
reliable. The internal auditor must satisfy himself, inter alia, that: 


* Reprinted by permission from The Accountant, December 6, 1958 
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1. Adequate records are maintained to ensure correct stock levels in 
relation to requirements. 
2. Requirements are properly appraised. 

3. Safeguards are employed to prevent irregularities and deterioration 

of stocks. 

4. Information produced for costing and statistics is basically sound 

and reliable. 

5. Inventories are correctly evaluated in financial statements. 

It is in satisfaction of (1), (3) and (5) of these considerations that stock 
checkers can most usefully be employed. In costing and statistics the stock 
checkers will not usually contribute much, if anything, by way of internal 
check and these aspects are not dealt with in the scope of this paper. 


STOCK CHECKING 

The measure of internal check provided by the stock checkers leads 
to an examination of their function to assess the degree of reliability that 
can reasonably be assumed, 

At the outset it is desirable that the internal auditor be consulted in the 
building up of a stock-checking team. The size of the job must be measured 
with some care; the various types of stores, etc., held in stock must be 
reviewed, first on a broad basis, and then categorized with a view to 
determining the frequency of check that is desirable and agreeable to audit. 
At this early planning stage it will usually be found, for example, that it 
is uneconomic to subject small items of consumable stores to a frequent 
and detailed check and the cost of this checking should be measured against 
the benefits that will accrue. On the other hand, consideration should be 
given to a reasonably high frequency in the check of those categories of 
stores that are of an “attractive” nature and consequently subject to 
pilferage. 

When check cycles are established, an assessment is possible of the 
number of units to be checked in the course of a year and this information 
is material in determining the number of checkers that are required. The 
terms of reference for stock checking should ideally provide for implementa- 
tion of a planned program including: 

1. The physical count and list-out of stock items. 

2. Comparison of the physical with recorded stock holdings. 


3. Preparation of discrepancy lists. 





W. J. SMITH is Chief Internal Auditor, British Overseas Airways Corporation, 
and is a Scottish Chartered Accountant. Mr. Smith is former European Regional 
Vice President of Tue Institute oF INTERNAL Avupitors and is chairman of the 
idmissions Committce of London Chapter. 
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+. Investigation of discrepancies and obtaining approval for adjustment 
of stock records. 

5. Periodic review and analysis of the causes of discrepancy so that 
any weaknesses in procedure may be eradicated. 

6. Review of stock-holdings in relation to the authorized maximum 


and minimum holdings and reporting thereon 


~ 


Preparation and submission of periodic reports to show progress 


in relation to set target. 

In the investigation of discrepancies it will be necessary to check the 
appropriate stock-record cards for arithmetical accuracy, and a further 
beneficial test check of the record cards can be made by reference to requisi 
tions, delivery notes and goods received notes, 

The stock checkers should be well qualified in stores handling and pro 
cedures and, in carrying out their routine checking, they will be able to 
comment usefully on storage methods with particular reference to space 


usage, the condition of stocks, and the avoidance of stock deterioration. 


In practice it is found advisable to introduce a standard printed form 
for the recording of physical counts and record figures so that discrepancies 
may be immediately apparent. Suggested rulings for the two sides of a 
stock-checking sheet are shown in the illustration on page 80. 


Information from the stock-checking sheet should be summarized on 
a period return of stock checked. The period would be decided by the re- 
quirements of the organization but it is not recommended that the return 
should be submitted less frequently than at the end of each quarter. A sug 
gested ruling is illustrated on page 81. 


The direction of stock-checking activities should be the responsibility 
of a senior stores official divorced from the day-to-day running of the 
stores, and the quarterly reports should be submitted to an official at man 
agement level 


INTERNAL AUDIT 


The system of stock-checking that has been outlined, is designed to 
satisfy the requirements of physical control. With direction and report- 
ing of the stock-checking activities at a sufficiently high level, the internal 
auditor need not then enter too deeply into the more technical details. He 
should, however, review constantly the frequency of checking and, by study 
of the stock-checking sheets, satisfy himself that discrepancies are properly 
accepted within the approval limits before adjustment is made to the stock 
records. By analyzing the discrepancies under value and cause, he will 
ascertain the directions, in which corrective action may be required. He 





The Internal Auditor 


SO 


[PRWO 


MINPBUTIC | 














- SysARuU MN 


0G 


ened 


QO 


Jus Y aq] 


\ 


DIAIT 


Nv] 


ange A 7) WU 





Aq 21qisuodsay sosne’y ‘ON 
payesiysaauy uOS19q ula} 
UOHVSSIAUT uo Oday 
ISAI2Y, 








iAq posmaynars 





“Ag WayDd) YIOS 





Juss] j Pe | op ry ON 
Jo uoRndLIdsaq] = - Wwia}] 
{ wuy) ON Wed 





'S49290 





LAAHN ONIMOFHO-MOOLS 





este) ul |t 


ane 











aed 


B payday YI0}s 


ane \ 


‘ON 


r anjeA “ON | 
aeq] OV RIOT | [eIO], snorassg | JajzseNZ) juan a3eC] 0} [eH L | ye] snolAasg 13} ren?) yuagan>) 


YO 


Aq peaoiddy 


At 





J9PJOYYLNS |e 





Aud aqisuodsay 


arg 


sdutpuy Aouedas 
10 


Siu yey} peyhiie) 


JUDUID}LYS } 


ane A 





anje A, N a 


















ON * | 2 
~) 33eq [BIO], | saysenZ)| yxe4D 4203S 
0} jenuuy 
LNalol4aq l satauas [BIOL jsnoaig| wasinyg| 107 uy 
SSIINVdaHSIC] 40 ANIVA GUNV WIANAN | GaM9aHD SWAL] HOLS 
ipapug 4aj40nf) 
[MOyNDIOT 


qdaNoau’) & 





10 NUOLay ATaaLavas) 


SWALT 40 ON 














82 The Internal Auditor 


may, On occasion, consider it advisable to carry out further cross-sectional 
stock checks to confirm that the checking program is being implemented. 
However, an extensive duplication of checking should not generally be 
necessary. 

There are a variety of additional tests which the internal auditor should 
advisably apply to prove correct pricing and documentation and adherence 
to the regulations. One such check that is recommended is the tracing of 
selected documents, ¢.g., requisitions, delivery notes and goods received 
notes from their point of origin to ultimate disposal; another involves at- 
tendance at receiving bays to observe the checking-in of goods received ; 
and still another, attendance at issue points where issues should be made 
only against approved documents, 


It should not be overlooked that stock checkers will generally be required 
to concentrate largely on work of physical verification to prove recorded bal- 
ances. Internal audit should provide reasonable assurance that the records 
are accurate and reliable. 

A further point for consideration is the assessment of stores require- 
ments. It is admittedly not easy for an internal auditor to criticize the 
authorized levels of stockholdings but a comparison of usage with the stock- 
holdings can usefully be made in selected cases. In particular, attention can 
be directed to stock items showing reduced demand which may indicate 
that capital is unnecessarily tied up and that storage space can be freed. 

A controversial point arises from a school of thought that favors stock- 
checking by suitably qualified internal audit staff. Against this it may, I 
suggest, be justifiably argued that a stores department should be responsibk 
for the safeguarding and recording of stores in the same way that a cashier 
is responsible for his cash. There is also the accepted principle that an 
internal auditor’s review and appraisal does not in any way relieve other 
persons in the organization of the responsibilities assigned to them. 


CONCLUSION 

The procedure outlined gives reasonable assurance that stock record 
cards may be accepted as accurately reflecting the physical stockholdings ; 
that steps have been taken to measure stockholdings against requirements ; 
that there has been adequate appraisal of requirements; that safeguards 
against irregularities and deterioration have been applied; and that prices 
have been verified by test. Additionally, tests may be applied to the docu- 
mentation of receipts and issues, and the relative movement documents may 
be tested to ensure their accuracy. 

The combined efforts of internal audit and stock-checking thus ensure 
accuracy in the basic documents from which cost and statistical returns 
and the evaluated stock inventories are produced. 
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AUDITING CASE STUDIES 


The following case studies are taken from a series prepared by the 
Internal Auditing Committee of American Gas Association and Edison 
Electrical Institute. 

These cases are presented because the subject matter in each instance 
is related to that of the preceding article, which deals with inventory con- 
trol. The cases illustrate the value of internal audit participation in inventory 
activities, on the one hand, and on the other, the need for internal audit 


review of documents supporting inventory transactions. 

Although the cases relate to specific experiences in utility companies, 
the problems involved and the corrective measures taken could apply to 
almost any type of business where the opportunity for similar difficultics 


exists. 


Subject: MATERIALS AND SUPPLIES POLICY 
— Internal Audit Department observes physical inventories being 


taken throughout the company on a cycle basis. Three years ago when 
the observation of inventories was taken over by the Audit Department it 
was found that clerical mistakes and lax storekeeping contributed to need- 
less errors often producing fantastic results, One such example was the 
inventory of raw steel bars priced per piece and such price applied to 
inventory taken in pounds. It was found that the bar stock was over-valued 
by $15,000. 


Since that time routine stores accounting work as well as inventories 
have substantially improved, so that inventory adjustments are now running 
at the rate of 0.4 per cent of the material on hand, and the number and 


size of the adjustments is showing a steady downward trend. 


The management of material and supplies stock has greatly improved 
over the past three years with determined efforts to utilize materials on 


hand 


which had become obsolete. As an example, during the war years the 
company procured supplies of copper weld wire; however, recent construc- 
tion standards have not provided for copper weld, and there was little or 
no market for the stock on hand. The stores manager, with the cooperation 
of the Engineering Department, has been able to get work orders to specify 
copper weld wire so long as such copper weld is in harmony with engineer 
ing standards. 


The general improved condition found today in our material and supplies 


operations is not due entirely to the inventory audit reports issued by the 
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internal auditors. Much of the credit should be given to our stores manager 
and other interested officials. The results were brought about by the coopera- 
tion of many members of management, and in this respect the Internal 
Audit Department made its contribution. 


Subject: THEFT FROM STOCKROOM BY STOCK CLERK 


C' IMPLAINT reached the company through the local Fire Chief that 
obnoxious odors were being produced by the burning of insulation 
from wire by one of our stockroom employees at his residence. A stockroom 
night vigil was rewarded by catching the employee in the act of loading 
copper scrap wire on a truck. Investigation disclosed that he and an ac- 
coniplice had rented a truck on several occasions and that the dates of rental 
coincided with sales of scrap copper to a local scrap dealer. It was found 
that the thefts had been perpetrated at night by the use of a key to the 
stockroom and that the thief had taken precautions against discovery through 
inventory shortage. 


The employee had destroyed credit stock orders for amounts equal to 
his thefts of scrap, and used each of three methods to cover thefts of new 
wire: 

1. Made fictitious storeroom debit orders (requisitions) and signed 

them with the names of persons authorized to draw materials. In 
these cases he placed his own initial after the signature. 


2. Falsified quantities in “delivered” column of storeroom orders. 


3. Added quantities of wire to authentic orders for other materials. 

Confronted with the evidence, the employee made full confession to theft 
of approximately $2,400 value of new wire and scrap copper. Restitution 
was made by the employee. 

Review of internal control aspects involved led to the conclusion that 
safeguards should be strengthened in three ways: 


1. Closer supervision should be given to the handling of authorizations 
for receipt of salvaged material and the issue of new materials. 


2. Only the actual signatures of persons authorized to sign storeroom 
orders should be acceptable. 
3. The internal auditing activity should examine storeroom orders and 


credits for evidences of falsification in any manner. 


READINGS OF INTEREST 
TO INTERNAL AUDITORS 


Subject: CASE STUDY OF INSTALLATION OF SMALLER SIZE COMPUTER 
By: Robert M. Anderson, Carter Carburetor Division, ACF Industries 
Published in Systems and Procedures, August 1959 


4463 Penobscot Building, Detroit 26, Mich. 

Many articles have been written on the general subject of computers 
and some of the considerations necessary to electronic installations 
This article gives a case example of the installation of a 305 RAMAC 
The three broad objectives of the Carter Carburetor feasibility study 
ere hardware evaluation, economic consideration, and adaptability 
rhe author gives i 


detail many of the factors considered in the 
study, with discussion of pros and cons in terms of actual savings and 
use of equipment under the company’s system. This first study was 
aimed at discovering whether a full-scale investigation would be worth 
while. 

After the company had decided to go ahead with the installation, th 
present system had to be redesigned for conversion to the RAMAC 
Che author discusses changes made in the system before arrival of 
the equipment and the problems that came up after installation, in 
cluding the use of parallel processing 


Subject: NOT SO PETTY LARCENY 
By: Harvey Burstein, Security Consultant 
Published in Harvard Business Review, May-June 1959 
Soldiers Field, Boston 63, Mass. 


American business loses millions of dollars each year as a result of 
embezzlement and related crimes. According to the New York State 
Labor Department, in 1959 the loss will be $1 billion—and over 200 
ms will be forced to close their door The problem is obviously 
great—what should be donc? 


[he author states that business underestimates the importance of pr: 
tecting both the plant and personal property. He points out that too 
many companies rely wholly on insurance, alarms or guards. All are 
important, but not enough. Insurance does not prevent losses and does 

tt unconditionally guarantee compensation. Alarms and guards 
though certainly useful, have definite limitations. What business does 
need is carefully planned long-range security programs. The author 
discusses the importance of plant site, external security measures and 
internal security, including both physical setup inside the building 
and problems concerned in checking on personnel 
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Subject: TECHNIQUES FOR LIGHTENING THE LOAD OF PAPERWORK — 
WORK SIMPLIFICATION AND INTEGRATED SYSTEMS 
By: Ben S. Graham, The Standard Register Company 


Subject: TECHNIQUES FOR LIGHTENING THE LOAD OF PAPERWORK — A 
CASE STUDY 
By: F, William Kahrl, Cooper-Bessemer Corporation 
Published in N. A. A. Bulletin, September 1959, Section 3 
(505 Park Avenue, New York 22, N. Y.) 


The amount of paperwork involved in any business operation should 
be a matter of concern to management. Excessive paperwork means 
unnecessary cost of employees’ time, filing and storage, and the paper 
itself. Another reason for. concern is the increased interest in and use 
of integrated data processing systems. Such systems provide no gains 
in terms of time saving, cost saving and over-all efficiency if they ar¢ 
based on outmoded, inefficient systems of paperwork 


These two articles, both presented at the 1959 Conference of the 
National Association of Accountants, present a discussion of means 
to reduce the load of paperwork and a case study of a paper-reduction 
drive and its results. As stated in the first article, “Too often the 
paperwork becomes the objective, the development of more and better 
paperwork for the glory of paperwork. Paperwork is only a tool to 
help accomplish the essential end results of business organizations.” 
In many operations an analysis of the use of the paper and the cost 
of keeping records will show that the cost far outweighs any possible 
savings. Such an analysis is also apt to show that many of the records 
and reports are actually useless. This situation is not only costly but 
bad for employee morale—no one gets satisfaction from doing a job 





he knows is useless 


The author suggests methods for reducing the paperwork load and 
discusses its importance in a company’s preparations for introduction 
of an integrated data processing system. 


The second article provides an interesting presentation of just what 
happened when one company decided that a paper-red 


Was in order. 


iction drive 


Subject: BANK AUDITING —A KEG OF DYNAMITE 
By: Arthur C. Suhrbier, Continental Illinois National Bank and Trust Com- 
pany of Chicago 
Published in Auditgram, September 1959 
38 South Dearborn Street, Chicago 3, Ill 


“Controls are those deterrents used by management to attempt to 
dissuade anyone from appropriating bank or customer property.” In 
the smaller banks establishment of adequate controls can present many 
difficulties, due to the overlapping of duties. This situation necessi- 
tates both planning and ingenuity to insure that different employees 
are responsible for physical handling of assets, recording of assets, 
and supervision 





Subject: 
By: 


Subject 
By: 


Readings of Interest 


The author discusses the responsibilities of the audit division and 
ways in which these responsibilities should be carried out. Particular 
attention is paid to teller operations, dual control, copy control, direct 
verification, bank insurance and defalcations. The bank auditor must 
have a well thought out program of controls, and management must 
give him full support to carry them out. “We in auditing feel that 
an auditor is always sitting on a keg of dynamite and he never knows 
when it might blow up.” 


RECORDS RETENTION —A PRACTICAL GUIDE 
William E. Mitchell, Sylvania Electric Products Incorporated 


Records retention is a subject of increasing concern to management 
Storing of old business records uses valuable space and involves 
further expense in employee time and in purchase of storage equip- 
ment. How much of this is necessary? The objective of this publica- 
tion is to present practical measures that can be taken to dispose of 
records while still complying with government regulations involved. 


Establishment of a definite program is the first requisite. The author 
feels that one man, rather than a committee, should be responsible 
for making firm recommendations which would then be approved by 
certain top officials. Next would come preparation of a records reten 
tion schedule. The author discusses actual requirements of various 
state and federal laws, then presents a recommended retention schedule 
covering the various departments and types of records. Also included 
in this publication is a discussion of desirable characteristics of the 
record room itself, filing equipment, microfilm, and protection of 
vital records from disaster. 

Ellsworth Publishing Company 

314 Newcastle Road 

Syracuse 4, N. Y 

48 pages Single coy ies $5; 

3 or more $4 each 


: WHAT IS YOUR INSURANCE I. Q.? 


John B. Thompson, Dixie Mercerizing Company 
Published in N.A.A. Bulletin, October 1959, Section 1 
(505 Park Avenue, New York 22, N. Y 


“An adequate insurance program is so essential to a company’s eco- 
nomic existence that it will or should be a prime element of manage 
ment control.” However, recent surveys indicate that the field of 
business insurance has been neglected by accountants. The author 
feels that one reason for this is the lack of attention paid to insurance 
in the curricula of business schools. 


This article is written as an attempt to stimulate the reader’s interest 
in exploring the subject of business insurance more fuliy. The author 
presents brief discussions of types of insurance companies, protection 
of physical properties, business interruption insurance, liquid assets, 
and various specialized coverages. Following these topics is a dis- 
cussion of the basic rate structure, reténtion of expired policies, 
and the audit and review of an insurance program. 
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WORTH NOTING 


Cost IMPROVEMENT FOR PROFIT IMPROVEMENT 
N. A. A. Bulletin, October 1959, Section 3. National Association of Accountants, 
505 Park Avenue, New York 


The Federal Accountant, Special Budget Issue, September 1959 
1523 L Street, N.W., Washington 5, D. C 


Tue LAw AND Practice or WEALTH TAX IN INDIA 
by C. V. Parekh, Parekh and Company, Bombay. 340 pages 





EMPLOYMENT SECTION 


This employment section is offered as a service to members and 
others who may be seeking employees or who may be interested 
in new employment. All replies should be addressed to the 
advertiser—if name is given—or addressed to The Institute 
of Internal Auditors, 120 Wall Street, New York 5, N. Y., with 


reference to the Box “E” number. Space rate upon request. 





FOREIGN AUDITOR 


Ten years’ experience South and Central America and 
Far East. Fluent in Spanish, German and Scandinavian 
languages, good knowledge of French and Portugese. 
Presently in charge of Foreign Audits of large American 
concern. Desires position as auditor and representative 
for Management ‘to foreign subsidiaries. 25-50 per cent 
travel. Box E-192. 





INTERNAL AUDITOR 


Diversified corporation has opening for experienced 
staff auditor to headquarter in New York for operation- 
al audits of Eastern manufacturing divisions. Some 
traveling required. Box E-194. 








POSITION WANTED 
EXPERIENCED INTERNAL AUDIT SUPER- 


VISOR—14 years with large multi-plant textile com- 
pany. Also area controller, accounting and IBM ex- 
perience. Experienced in construction. Age 43. Will 


ve 
»‘ 


relocate. Box E-193, 
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